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The Problem of Depreciation 


By Grorce O. May 


In recent years the problem of depreciation has received 
steadily increasing attention as its importance has become more 
widely recognized. Its treatment even today is, however, not 
in general adequate or satisfactory and undoubtedly this condi- 
tion is in a large measure attributable to a failure to appreciate 
fully the many-sided character of the problem. In this article, 
therefore, an attempt will be made to analyze it and to point out 
its more important features, and at the same time Some considera- 
tion will be given to the question as to how far the.problem is 
one of accounting and how far it is one of physical inspection 
and valuation. 

In the first place it is necessary to consider the causes which 
contribute to bring about depreciation and the influences which 
tend to modify or obscure its effects. 

The most convenient subdivision of the natural causes of 
depreciation is threefold— 


(1) Fall in new value due entirely to external conditions 
and not caused in any way by age or change in conditions of use 
of the property ; 

(2) Exhaustion through age or wear of the property; 

(3) Obsolescence or supersession by superior types or 
methods. 


Since both the second and third causes of depreciation are in- 
cidents of the operation of the property, it might be more cor- 
rect to regard them as a secondary classification and to make the 
subdivision as follows: 
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(1) Fall in new value due to external conditions; 
(2) Fall in value arising from operations— 
(a) As a result of use or wear; and 
(b) As a result of obsolescence. 


The considerations affecting the three classes of depreciation are, 
however, so different and so important that it will be more con- 
venient to treat them as three main subdivisions. 

The essential distinction between the three causes of deprecia- 
tion is readily apparent. The first is an influence which is spas- 
modic and uncertain, and its effect today may be offset by an 
exactly opposite tendency tomorrow. The second is a relent- 
less force operating continuously in one direction only. Its ef- 
fects may be modified by skillful, or aggravated by unskillful, 
management, just as human life may be prolonged by care and 
shortened by neglect; but its ultimate effects are certain. The 
third cause is like the second in that it operates in one direction 
only, but differs in that its operation is not steady and persistent 
but extremely uncertain. In some industries at some stages it 
may almost cease to be felt; in other industries or at other 
stages it may be the most potent influence of the three. 

In any consideration of the question of depreciation the cor- 
responding question of appreciation cannot be ignored. The 
word “appreciation” is etymologically so precisely the converse 
of “depreciation” that the element is often regarded as an equally 
complete offset to the element of depreciation. It is important, 
however, to note that (except possibly as to the increase in 
efficiency up to the point that a plant has “found itself”) ap- 
preciation is practically the converse only of the first class of 
depreciation above enumerated. 

In addition to causes beyond human control depreciation may 
arise from causes which are within human control, such as 
neglect, misuse or disuse; on the other hand, depreciation may be 
arrested or diminished by human effort either through renewals 
which restore usefulness or changes which arrest obsolescence. 

Any adequate disposition of the question of depreciation 
must, therefore, deal with numerous influences which may 
be conveniently tabulated as follows: 
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Causes Countervailing Influences 

Beyond human control Beyond human control 

Fall in new value Rise in new value 

Exhaustion 

Obsolescence 
Within human control Within human control 

Neglect Renewals which prolong useful life 

Misuse Changes to retard obsolescence 

Disuse 


The next step in any attempt to deal with the problem must 
be a consideration of ‘the purposes for which depreciation is 
required to be measured. These purposes may be stated broadly 
as twofold: 


(1) In order to determine the value of property; and 

(2) To ascertain what provision is required to be made 
out of earnings before the true operating profit can 
be determined. 


Considering these two purposes in relation to the foregoing 
analysis of the classes of depreciation, it is apparent that the 
depreciation due to fluctuations in new value and the corre- 
sponding appreciation have a very important bearing on the 
valuation of property, but have no proper place in the determina- 
tion of the results of operations. Property employed in opera- 
tion is not purchased with a view to sale but, with the exception 
of land, is intended to be used in production and distribution. 
Therefore, any increase or decrease in the new value thereof has 
little or no practical bearing on the question of operations. In an 
extreme case the fall in new values may be so great as to render 
a unit obsolete, but such cases are comparatively infrequent and 
form a part of the problem of obsolescence rather than a part of 
the question of fluctuations in new value. In measuring deprecia- 
tion for operating purposes, therefore, fluctuations in new value 
may be and usually are disregarded, but in any attempt to main- 
tain continuously a figure of capital investment based on valua- 
tion these fluctuations would be a most important and difficult 
factor to deal with. 

In the case of obsolescence the difficulties are greater from the 
operating than from the valuation point of view. In dealing 
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with this question for the purpose of valuation of any unit it is 
sufficient to determine whether changes in methods or types have 
already taken place to such an extent as to cause an impairment 
in its value beyond the impairment due to exhaustion. From an 
accounting standpoint it is necessary to go further and in fixing 
charges against operations to allow for the probability that in 
the future the life of the unit will be terminated by obsolescence 
rather than by exhaustion. 

The uncertainty as to the precise effects of obsolescence is 
sometimes urged as an argument in favor of making no provision 
therefor, but though the effect of obsolescence on individual units 
is uncertain it is usually possible to estimate its effects on the 
operations of a business as a whole and depreciation schemes are 
almost necessarily based on averages. Moreover, unless some 
provision is made it will be necessary to write off large sums 
against operations when units are abandoned on account of 
obsolescence before being exhausted by use. A failure to pro- 
vide for obsolescence is therefore open to the objection that it 
tends towards wider fluctuations in results and is lacking in con- 
servatism. If a provision is made on a larger scale than proves 
necessary the ultimate result will be merely to increase profits 
in the future. If, however, provision is omitted it may result in 
inability to meet requirements for modernizing in the future 
which may be essential to the continued success or even to the 
existence of the business. 

The proper course is, therefore, clearly to attempt to provide 
in advance for obsolescence, though on account of the uncertainty 
characterizing the element such an allowance cannot be cal- 
culated with the same degree of accuracy as that for exhaustion 
of life through use or wear. All that can be done is to make 
the provision as accurate as possible by the exercise of good 
judgment and by frequent revisions and reconsiderations of oper- 
ating conditions. 

The foregoing considerations suggest the reason for the dif- 
ference between engineers and accountants in their attitude on 
the subject of depreciation. Engineers are more frequently re- 
quired to consider the question from the standpoint of valuation ; 
accountants are usually concerned to ascertain the proper charge 
against operations. As has been indicated, the problems have 
very different features ; indeed, it is not going too far to say that 
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periodical valuations may be a hindrance rather than an aid to 
an accountant in the determination of a proper charge for de- 
preciation. 

To illustrate this point: 


Assume a plant unit of which copper is an important part, say for 
simplicity one containing 5,000 pounds of copper, and whose cost, apart 
from the copper, is $200. If bought when copper is at 16c it would cost 
$1,000 and naturally the new value would fluctuate $50 for every fluctua- 
tion of Ic in the price of copper. 

Now assume that a valuer making periodical inspections and valuations 
finds the depreciated value to be 96 per cent of new value at the end of 
the first year; 92 per cent at the end of the second year; and 89 per cent 
at the end of the third year; and that at the end of those years the price 
of copper is 18c, 13c and 15c. 

From the standpoint of valuation— 
at the end of the first year the new value of the unit would be 
$1,100 and the depreciated value 96 per cent of $1,100 or $1,056, 
Ghowing GP GOBPOMREIER GB So 5o6 occeccscccecesactsinabanbasanaas 
at the end of the second year the new value would be $850 and the 
depreciated value 92 per cent of $850 or $782, showing a deprecia- 

Chem, fet C0 WOE GE ook cnn ckvensndcuanses cadsessaeuadeaaennel 274.00 
at the end of the third year the new value would be $950 and the 
depreciated value 89 per cent of $950 or $845.50, showing an ap- 
SPONMEE GE inc ccccccccscavescnstcéscnesetdasednestneaneeen 63.50 
From an accounting standpoint the operations of the first year 
would be considered chargeable with 4 per cent of $1,000, or $40, 
instead of being credited with $56; the second year would simi- 
larly be chargeable with $40 instead of $274; and the opera- 
tions of the third year would be chargeable with $30 instead of 
being credited with $63.50. 

The illustration is perhaps an extreme one, but it serves to 
bring out the dangers involved in basing depreciation charges 
against operations on periodical valuations without further 
analysis. - 

The fairly common opinion that periodical valuations form 
the best, if not the only satisfactory, way of dealing with de- 
preciation does not stand analysis. The object of a valuation is 
to determine the present depreciated value of property in use, 
and before the depreciated value can be ascertained it is neces- 
sary to establish the basis upon which the total ultimate loss 
from depreciation on any given unit shall be distributed as be- 
tween the part of the term of use of the unit already expired 
and the part still lying in the future. Moreover, the final valua- 
tion is liable to be so largely affected by fluctuations in new 
value (which must be excluded from consideration in measur- 
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ing depreciation from use and obsolescence) as to make it by 
itself quite inconclusive on this point. This is not to say that 
the work of the valuer may not be made extremely useful in 
considering the depreciation problem. 

The work of inventorying and the observation of the pres- 
ent condition, which are a part of the valuation, are of course of 
the utmost value in the determination of a proper charge to 
operations. The work of the valuer can, however, only be use- 
ful to the accountant for the purpose of fixing charges against 
operations if the latter has an opportunity to analyze the valua- 
tion and ascertain how much of the change in value between 
two dates results from factors of which the accountant must 
take cognizance in order to arrive at correct operating results 
and how far it is due to mere fluctuations in new value which for 
that purpose should be entirely excluded from consideration. 

The fact is that while the phrase “depreciation” strictly 
covers a decline in value from any conceivable cause, its use in 
accounting practice is generally in a more narrow and restricted 
sense and many of the difficulties which the accountant has to 
face in his efforts to secure a proper treatment of the subject 
arise from misapprehensions as to the precise meaning of the 
term. To those approaching the subject for the first time or 
looking at it superficially an entirely wrong line of thought is 
suggested by the word “depreciation” ; it immediately suggests ap- 
preciation. A manufacturer who is urged to provide for de- 
preciation of his plant replies that it is fully offset by apprecia- 
tion in his real estate, or other assets, and the etymological cor- 
respondence between the two words is so complete that he re- 
gards the offset as being as natural and perfect as that between 
debit and credit. If he were carrying on his books 1,000 tons of 
material of which 50 tons had been consumed and he were asked 
to write off that 50 tons he would concede the propriety of the 
request at once and his thoughts would not in the same way 
turn to the appreciation of his real estate. A little consideration 
will show that the exhaustion in the course of manufacture of 
one year’s useful life of a plant which can only be expected to 
last twenty years is practically identical in its nature with the use 
of 50 tons of material out of a total stock of 1,000 tons. 

Many attempts have been made to meet the terminological 
difficulty, but it is not easy to bring a new phrase into general use 
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nor to devise one which will be both short and clear. “Expired 
outlay on productive plant” is a phrase suggested and used by 
one English authority and whilst it is not everything that could 
be desired in simplicity and brevity it does have the merit of sug- 
gesting the real nature of what is commonly termed depreciation 
of plant more clearly than does the latter phrase. It does em- 
phasize the fact that it is not merely a decline in value but a 
permanent exhaustion that is taking place and this is the fact 
which needs to be emphasized and reiterated until it is fully 
recognized and accepted. 

If the necessity of distinguishing between fluctuations in 
new value and actual exhaustion of useful life of a plant be 
conceded it still remains to consider whether both should find 
expression in a company’s accounts. At first sight such a course 
may seem desirable as it has the apparent merit of keeping the 
books in closer accord with existing conditions, but upon fuller 
consideration it is questionable whether it is wise to advocate 
such a course in the case of a going concern. In the present 
state of the law it seems clear that there is no obligation on a 
company to provide for a decline in new value of fixed assets, 
and the probable result of advocacy of the policy of adjusting 
fixed properties to valuations would be that such adjustments 
would be made where the valuations exceed the book figures but 
not where the tendency is in the opposite direction. 

The idea of writing plant values up to valuation figures is 
usually attractive to the owner of the plant. Such a course re- 
sults in a surplus which, however incapable it may be of being 
distributed, is still a surplus. Possibly also the suggestion of 
skill or good judgment in the original construction or acquisition 
of the plant implied in the adjustment appeals to him. The bene- 
fits are, however, largely illusory. Appraisals are so much a 
matter of individual opinion and temperament that men of wide 
business experience attach little weight to a surplus resulting 
from an appraisal; and, on the other hand, if the property is ad- 
justed to higher values the depreciation charges to be made out 
of future operations must be correspondingly increased so that 
ultimately the amount added in a lump to plant values, other 
than real estate, and surplus has to be wrung in annual instal- 
ments out of operations. 


In cases where new value is less than original cost operating 
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officials may urge that the valuation should be recognized and that 
the plant be charged only with depreciation based on the new 
and lower values. They may argue that it is not fair that their 
operations should be burdened with a depreciation charge based 
on prices which were paid before they were responsible for the 
operations of the plant and which are in excess of the price at 
which replacements could now be effected. No year’s opera- 
tions of a plant are complete in themselves ; in innumerable ways 
they derive the benefits or inherit the burdens resulting 
from transactions of the past, and the primary requirement is 
clearly to ascertain the results of operations under the conditions 
which do exist and not upon the basis of imaginary conditions 
which might have existed. In judging the efficiency of the man- 
agement by comparisons with other plants it may be entirely 
proper to make allowance for higher capital costs and for every 
other operating advantage or disadvantage attaching to the 
plant but before and beyond all these more speculative calcula- 
tions the essential problem is clearly to ascertain the results of 
things as they are. 

A further question may possibly arise as to whether ob- 
solescence should be dealt with as a separate problem. There 
is much to be said for such a course or at least for dealing with 
the question of exhaustion of life in two parts; first, by a care- 
fully calculated provision based on what can reasonably be fore- 
seen and secondly by a more general provision for possible cur- 
tailment of life through unexpected developments. Thus a 
manufacturer may be satisfied to buy a machine with the expecta- 
tion that apart from obsolescence it will do service for from 
twenty to thirty years and with a realization of the probability 
that apart altogether from wear it is to be expected that develop- 
ments in the art will make it wise to abandon the unit in twenty 
years or so. There is of course always the possibility that some 
totally unexpected development may render it obsolete in three, 
or five, or ten years, and conservatism would call for some 
recognition of this possibility. 

In these circumstances it would seem entirely reasonable to 
make provision for depreciation based on estimated life some- 
what shorter than the maximum life apart from obsolescence 
(say in the illustrative case mentioned, twenty years) and to 
supplement such provision by a general provision out of earn- 
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ings against which could be charged losses resulting from un- 
usually rapid obsolescence. On the other hand, all provisions for 
exhaustion of life are uncertain and to many ‘an attempt to deal 
with the different degrees of uncertainty separately may seem an 
unnecessary or useless refinement. 

The question is one largely of temperament. A manufac- 
turer who is willing to give the necessary time and attention to 
deal with the problem in detail may probably find the subdivision 
valuable; a manufacturer who is content to look at the matter 
more broadly and to aim at safely conservative rather than exact 
calculations may find it unnecessary. The question is not, like 
the distinction between exhaustion of life and fluctuations in 
value, fundamental since all exhaustion of life whether due to 
wear or obsolescence must be provided for out of the operations 
before a profit can safely be said to have been earned. 

The next subject for consideration is depreciation due to 
causes which are within human control. In establishing pro- 
visions for depreciation it is usually assumed that everything 
that is practical and economical in the way of current mainten- 
ance will be done to prolong the life and the cost thereof absorbed 
in operations quite apart from the depreciation provision. There 
is often some difficulty in discriminating between maintenance 
charges which should be so absorbed and renewals which fall 
within the classification next to be considered and on this ac- 
count the course of making one provision to cover maintenance 
and depreciation has been advocated and is sometimes adopted, 
but while in some cases such a method may give good results it 
is scarcely suited for general adoption. 

The cost of current maintenance varies largely with the 
efficiency of the management. ° The work if carried out economi- 
cally at opportune times may cost far less than it would if less 
efficiently conducted. The old proverb that “a stitch in time 
saves nine” emphasizes the saving which is effected by making 
needed repairs promptly and the dangers of deferment. Repairs 
which are made with the plant’s own facilities at slack times 
should cost less than repairs carried out by outside contractors 
at less favorable times. 

To merge the question of maintenance with that of deprecia- 
tion therefore involves adding considerably to the possibilities 
of error in the provision made. Another disadvantage of the 
method is that it affords an opportunity of unduly relieving 
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operating expenses by charges against the fixed provision set 
aside. If the manager of a plant knows that his operations are 
charged with a fixed sum to cover both depreciation and cur- 
rent maintenance, he will realize that every dollar he can charge 
to maintenance rather than to operations will result in an in- 
crease in the amount of the apparent profits from his operation. 
Another disadvantage is that no incentive is given to the manager 
to be economical in his maintenance work. For these reasons 
it is usually desirable to deal with current maintenance entirely 
apart from depreciation. It should perhaps be noted that where 
depreciation has not been provided and an attempt is being made 
to restate accounts to include a proper provision therefor, main- 
tenance expenditures must be considered, as in such cases usually 
amounts will have been charged to maintenance which if a 
depreciation reserve had existed would properly have been 
charged against the reserve. 

Turning now to the countervailing influences of renewals and 
changes a fundamental question arises which it is essential to 
decide when the formulation of any depreciation scheme is 
under consideration. 

The problem of depreciation is often broadly stated to be 
that of distributing the cost of plant (less salvage) over its 
estimated life * and it is not always realized that this is only 
true if the phrase “estimated life” is used in one of the two 
widely different senses in which it is used in different deprecia- 
tion schemes. Estimated life may mean either the maximum life 
of a unit extended to the uttermost by rebuilding and renewals 
or the minimum life ignoring any such possible extensions. If 
estimated life is used in the former sense renewals must clearly 
not be charged against the provision thus created but must be 
absorbed as an additional charge to operations; and moreover 
the scheme will not distribute the loss from wear and tear equit- 
ably over the period of years but will result in heavy charges 
in those years in which renewal and rebuilding take place. If, 
however, estimated life is used in the alternative sense of a 
minimum life, then all renewals and rebuildings which sub- 





*An alternative theory is that businesses may be regarded as permanent 
and that the problem of depreciation is to provide the sums necessary to renew 
units as such renewal becomes necessary. The comparative merits of the two 
theories form an interesting question which is, however, beyond the scope of 
this article. The principal difference is that the sum to be provided on the 
renewal theory is based on probable cost of replacement rather than upon original 
cost of units. 
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stantially prolong life are properly chargeable against the fund 
and the burden of wear and tear is distributed equitably as be- 
tween years. Probably the majority of depreciation schemes are 
based on the last-mentioned conception of estimated life, but a 
notable example of the alternative course is the scheme of de- 
preciation on railroad equipment now in force. 

Another problem offering some difficulty is that of distinguish- 
ing between renewals which may be charged against the de- 
preciation fund and repairs which must be charged against oper- 
ations. Whilst this difficulty undoubtedly exists it is true of all 
classifications that they merge one into another and in recent 
years marked progress has been made in the direction of an 
adequate and practicable distinction between repairs and re- 
newals. 

Summarizing the considerations affecting the various causes 
of depreciation and the relations of the accountant and other ex- 
perts thereto, it may be said that the rise or fall in new values 
is entirely a question for the valuer and is of relatively little im- 
portance to the accountant since its bearing is limited to the de- 
termination of present value for special purposes and since it 
should not enter into revenue accounts and is not necessarily (or 
perhaps even preferably) recorded in the books of account at all. 
The accountant’s main concern with this element is to ensure that 
its operations are not allowed to obscure the effects of the other 
elements. 

The question of the exhaustion of useful life is one of 
estimate based on experience, and checked by observation, and 
enters into the problem to an equal extent whether depreciation 
is sought to be measured from the standpoint of valuation or of 
operating results. It is both difficult and important, and operating 
officials, valuers and accountants can usefully contribute towards 
securing the best possible treatment of it. 


The question of obsolescence is one of observation so far as 
the present valuation is concerned and one of judgment and 
conservatism from the standpoint of operating results. On this 
point the experience of the operator familiar with the industry 
and the conservatism of the accountant can usually be com- 
bined to reach a sound conclusion. 

As to depreciation due to causes within human control, pro- 
visions for exhaustion are usually based on the assumption that 
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the property will be as fully maintained as possible out of opera- 
tions. Whether the assumption in a particular case is valid is 
clearly a question which cannot be completely answered from the 
books and records only. An examination of maintenance ac- 
counts may indicate that the expenditures made have not been 
sufficient for the proper current maintenance of the plant; but 
even if the amounts expended are such as would if well spent 
suffice for that purpose, it is still possible that the expenditures 
may have been injudiciously made and the property allowed to 
fall below the proper standard of maintenance. On the other 
hand, the p'ant may have been maintained to the satisfaction of 
an engineer but the books may show that the cost has in part 
been excluded from operations. Consequently co-opeiation be- 
tween engineer or valuer and accountant is required to deal with 
the question. 

As to the countervailing influences of renewals and changes to 
restore usefulness or prolong life, their treatment depends on the 
general theory of depreciation adopted. This whole branch of the 
depreciation problem can most effectively be dealt with by a 
careful analysis of expenditures and reports of the precise nature 
of any work undertaken not obviously in the nature of current 
maintenance, and falls therefore to the accountant. It would 
of course be possible for a valuer making periodical inventories 
and valuations of the plant to ascertain the amount of such re- 
newals by careful comparison of the inventories, but the account- 
ing record will usually be the safer guide, though inventories may 
be useful as a check thereof. 

From the foregoing brief analysis of the problem of deprecia- 
tion its complexities are apparent. It is also evident that the 
problem is not one with which the accountant can deal adequately 
single-handed but that the services of skilled operators or en- 
gineers are required if the most accurate solution is to be reached. 
It is, however, equally clear that the accountant cannot be ignored 
in any attempt to deal to the best possible advantage with the 
problem. In many phases he is the primary authority and while 
an engineer or other technically qualified person may be needed 
to pass upon other phases the services of the accountant are again 
necessary to ensure a proper correspondence between the physical 
facts and book records. 


It is recognized that the real difficulties arise after the prob- 
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lem of depreciation has been stated and when the attempt has 
been made to reach a solution thereof in practice. An adequate 
conception of the questions involved is, however, not only essen- 
tial to the accountant to whom falls this difficult task but ex- 
tremely desirable in all those called upon to decide whether his 
recommendations shall be carried out, many of whom today op- 
pose proper treatment merely through lack of comprehension of 
the problem itself. 
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The Certified Public Accountant 
By Wa.LprRon H. Rano, C. P. A. 


It seems strange to those of us who are daily performing our 
work as certified public accountants that the whole world should 
not know what we profess to be. It is true, however, that to 
many otherwise intelligent and well-informed persons the certified 
public accountant is unknown. 

During the past nine years annual conventions of the Ameri- 
can Association have listened to many addresses and reports of 
standing committees and special committees, bearing upon the 
subject of the character and qualities of the professional public 
accountant. There also have been published in THE JouRNAL OF 
AccoUNTANCY many other papers of like nature. 

I find no fault with these papers. They are all excellent. 
Some of them are especially fine and worthy of close study, 
They could be scarcely less than worthy, coming from such men 
as Dickinson, Sterrett, Montgomery, Lybrand, Cooper, Geijsbeek, 
Sells, Chase, Vollum, Johnson, and their associates. 

I have failed to find, however, in any instance, that the 
preparation of the certified public accountant, from his very be- 
ginning to a point where his professional brethren universally 
would admit his claim to equal consideration before the public, 
has been ever so considered and explained that an outsider might 
readily understand it. To write that one must meet the legal 
requirements for an examination is one thing, and to describe 
what these requirements are is another thing, and better suited 
for our purpose. This applies, of course, only to the outside 
public, that should happen to see THE JoURNAL. 

I believe, too, this lack of information by the public is partly 
due to the following reasons: 

The certified public accountant’s work is not necessarily ad- 
vertised and is connected with a comparatively small number of 
persons. 

The individual man, who is not engaged in the accounting 
end of a business or in touch with it, might go a long while in 
ignorance of the work of the certified public accountant, although 
audits of the accounts might have been regularly going on; and 


14 














The Certified Public Accountant 


where there is no marked occasion for explanation, the certified 
public accountant is not given to advertising or publishing his 
attainments. 

Everybody knows a doctor, a lawyer, a preacher, a dentist, 
a bookkeeper, and what the name means, because everybody either 
has need of one, or has seen one or heard one at work; but com- 
paratively few persons, after all, have occasion to know the 
certified public accountant, and among those who do a large 
proportion possess but a slight and incorrect apprehension of his 
services and far too many have had their confidence abused 
through employment of incapable and poorly equipped make- 
believes who, like quack doctors, do more harm than good. 

Therefore, adopting an unusual, rather primary, method to 
explain what he is, we will draw attention to the steps required 
by present methods of preparation prescribed by law and prac- 
tice; and we will then measure him by the critical eye of an 
experienced practising accountant. We will examine into his 
constituent parts, mentally and morally, which combine to qualify 
him to be registered by his state, accepted by his state society 
end by the national association, and, possessing the good opinion 
of his co-laborers, to be entrusted by the general public in the 
duties of his profession. 

Doubtless the definition of the title may be made by this man- 
ner as clearly as by any other. 

It must be recognized that we are referring to a special class 
who have met all the modern requirements. Certified public 
accountants, registered under waiver and reciprocity clauses, are 
excepted. This condition of waiver, existing at time of enact- 
ment in practically all state certified public accountant laws, is 
deemed to have been right and necessary, when the law was 
passed, although some injustice has resulted and some unworthy 
and poorly equipped men have received the certificate. We be- 
lieve the great majority of certified public accountants, con- 
stituted under waiver clauses, are today and always have been 
recognized as capable and worthy practitioners. Registration 
under a reciprocity condition would also avoid repetition of the 
technical examinations. 

Candidates for certified public accountant examinations in the 
majority of states must be twenty-one years of age, citizens of 
the state, and comply with other conditions as follows: 

In twenty-two states a high school graduation or its equivalent 
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is required as a minimum educational provision, and in eleven 
other states, while left to the discretion of the boards of ex- 
aminers, or to such departments or committees as have charge 
under the statute, it is a fair assumption that this requirement is 
practically enforced. 

This minimum educational provision is a general one. No 
one could hope to be able to pass the prescribed examination 
without possessing a great deal more knowledge as specialized in 
accountancy than that of a high school graduate. In this addi- 
tional preparation reliance is placed upon the course of instruc- 
tion in the many excellent colleges and schools of business ad- 
ministration. In these schools instruction is received by the 
student in economics—a foundation stone in accountancy—and in 
commercial law, journalism, English, advertising, salesmanship, 
business organization, commercial development, finance, foreign 
languages, and in various departments of accounting. Laboratory 
work in most of these schools supplies some of the much needed 
practical experience. Most of the candidates will have read 
books on auditing and on theory and will have dug through prob- 
lems and questions which have been used in previous certified 
public accountant examinations. 

In addition to the above so-called minimum educational re- 
quirements, twelve states require public, practical experience 
of three years; two of one, two and three years, according to 
kind; four of two years; three of one year; two at discretion 
of board; and ten none at all. This practical experience is, in the 
great majority of cases, simply that of a junior accountant, so- 
called. It should be understood to mean (and in most of the 
candidates it does mean) a diversified, partial knowledge of 
methods and systems, more or less thorough, of a variety of busi- 
nesses. It includes in almost all the experiences of actually keep- 
ing a set of books by double entry; employment as an assistant 
to a senior accountant in performing his work; and living in 
touch with those who are financial advisers, and, as it were, in an 
atmosphere of accountancy. 

Representations of moral character, supported by references, 
are universally required. 


And now the technical examination of candidates. It will be 
unfair to select the more difficult examinations ; suppose we take 
one thought to be under the average requirement. It is divided 
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into five papers—two on practical accounting, two on theory of 
accounts and auditing, and one on commercial law, that is, ten 
hours in practical accounting, eight hours in theory of accounts 
and auditing, and four hours in commercial law. There are ten 
problems in practical accounting and the candidate must solve 
six; thirty questions in theory and auditing and twenty must be 
answered ; fifteen in commercial law and ten answered. 

The scope of the examination under these divisions is ex- 
tensive. There will be found problems and questions, the solution 
and correct answer of which require a definite and close ac- 
quaintance with complications in matters of accounting, and a 
broad and extended knowledge connected with questions in theory 
and auditing, together with a familiarity with every-day subjects 
in the law of commerce affecting probate business; trustees’ ac- 
counts; partnerships; corporate reorganizations ; manufacturing, 
home and branch accounts; adjustments and reconciliations; 
valuation of a business and report to prospective purchaser; de- 
tailed audit of a textile manufacturing company; municipal ac- 
counts ; changing of corporations from one state to another ; treat- 
ment of life insurance; distribution of five hundred or more ex- 
pense accounts; valuing a business, including goodwill; adjust- 
ment of fire losses; stock broker’s audit; savings bank audit; 
systemizing manufacturing stock accounts, factory and stores; 
contract business; fire insurance companies; cost accounting; 
trust companies; public service corporations; interstate com- 
merce commission; corporations’ returns; definitions of law 
terms; insolvency; responsibilities of common carriers; lia- 
bility of surety; foreign corporations’ registration; bailments ; 
contracts ; assignments ; United States income tax ; banking; state 
returns of corporations, etc. 

There is a large field embraced in these papers; it would be 
practically impossible, without some real experience and much 
study to answer satisfactorily the questions and solve the prob- 
lems given. 

The preparation of the papers and the conduct of the exam- 
ination is in the hands of a board of examiners, each of 
whom is maintaining well established offices as a certified public 
accountant. The certificate of the state is granted, in the case 
under view, to the candidates who successfully pass the exam- 
inations, averaging at least seventy-five per cent in each subject. 
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Now this analysis of qualifications seems to indicate a pre- 
paredness which to the interested public must appear quite 
thorough, and doubtless some of the newly-promoted certified 
public accountants feel—like some of the newly-promoted alumni 
of college and university—that they know so much that it must 
be their hard work of preparation has been practically finished 
and that clients will flock to them to benefit by their wisdom and 
service. 

The more experienced practitioner knows better, and his 
analysis of the ability required of the new man goes considerably 
further and deeper. The facts are that the candidate now has 
passed successfully all tests required by law and can so publicly 
announce himself and add C.P.A. to his name. What is he 
expected todo? He is to get business and establish a reputation— 
first work and then reputation, for his reputation is subject to 
the work he does. There are decided rules to govern him; well- 
established precedent leads him into one of two channels; he 
will maintain his own office, or he will work for someone else. 

Just as the preacher, doctor, lawyer, architect and engineer 
with freshly-framed diplomas are tried so will the new man be 
tried. Whether he opens his own office and independently prac- 
tises his profession, or his services are secured on the staff of 
some other accountant, it will be found that the supervision of his 
department, his work and habits will now become even more ex- 
acting. 

As a member of the staff of another accountant, he will be 
classed as a senior. Where he was, perhaps, an assistant, he 
will now have an assistant. He will be entrusted with work call- 
ing for discretion and tact as well as knowledge of details. His 
working papers will form the basis of reports containing tabula- 
tions and distributions and manuscript, the responsibility for 
which will be borne by his principal who signs the report. In 
the larger accounting offices there are departments or- 
ganized for classified work, banking, cost accounting, public 
utilities, municipal, textile manufacturing, etc. He may specialize 
in one of these, or he may be fortunate enough to be given gen- 
eral work and obtain experience in a large variety of service. 
Whatever his lot, he will be constantly under the eye and direc- 
tion of a competent, experienced principal, whose professional 
reputation is affected by what is done. 
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Should he independently start to maintain an office, the situa- 
tion has similar conditions. His clients will inquire into his stand- 
ing in the profession before entrusting him with commissions. 
Except in cases of emergency, people won’t call a physician with- 
out first inquiring about him. Neither will they call a public 
accountant on any less acquaintance. As a matter of fact, men’s 
business interests are too often placed ahead of their health, 
and the man to whom they are to disclose the inmost secrets of 
their business must be capable and trustworthy. 

Our certified public accountant is all the while establishing 
himself both with his employers or professional associates and 
with the public. He is making his reputation, which is his capital, 
the only capital worth anything to him. He has joined his state 
society and more or less frequently is able to attend its meetings 
and make the acquaintance of other members of his profession, 
besides keeping up with the times on accountancy practice and 
report. He subscribes for THE JouRNAL oF ACCOUNTANCY and 
takes membership in the American Association and at the annual 
conventions becomes known to accountants of other states, and 
so his reputation grows until inquiry made in professional circles 
almost anywhere will be met with an instant response of com- 
mendation, and the new man finally has been tried and proven and 
accepted as a qualified certified public accountant. 

Membership as fellows of the American Association must 
consist of accountants who have obtained and hold a certified 
public accountant’s certificate duly issued to them by virtue of 
the laws of any state or territory, which laws, as to their edu- 
cational and moral requirements and in the standard of the 
examination held in accordance therewith, shall be acceptable to 
the board of trustees of the association. Applicants must have 
been in continuous public practice on their own account for a 
period of three years preceding the date of application, or for a 
like period as accountants in the employment of a public account- 
ant of recognized standing in the profession. 

Requirements for fellow membership of state societies gen- 
erally are made to conform with the requirements for member- 
ship in the American Association, and are in some instances more 
strict. 

There are about one thousand fellows of the American As- 
sociation; this is a fair representation of the number of those 
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in this country who have met the foregoing requirements: and 
conditions. 

Summarizing, we conclude that the certified public accountant, 
fellow of the American Association, professes to be a citizen of 
the United States, of lawful age, with a minimum educational 
qualification equivalent to a high school graduation, and further 
study and experience including at least three years’ practical 
experience as a public accountant, who has passed the examina- 
tion and has obtained and holds a certified public accountant’s 
certificate, issued to him by virtue of the laws of some state or 
territory, and who bears an established reputation among his pro- 
fessional brethren for unblemished character and unquestionable 
ability. 

















Consolidation of Balance Sheets in Holding 
Company Accounting 


By ALLAN W. WricHT 


There are four ways of stating the accounts of holding and 
subsidiary companies. The combined balance sheet of a group 
of subsidiary companies, for example, may be 

(1) entirely consolidated with that of the holding company ; 

(2) it may be entirely omitted therefrom ; 

(3) it may be included proportionately to the holding com- 
pany’s ownership of the subsidiary companies’ stocks; or 

(4) so much of the surplus shown thereon as belongs to the 
holding company, and that only, may be taken into the holding 
company’s accounts. 

For illustrative uses throughout this article, let it be assumed 
that a holding company which is also and preponderantly an 
operating company has interests aggregating some millions of 
dollars in a group of smaller companies to whose products its 
own are contributory ; that it has taken its share of the profits of 
the smaller companies into its accounts only to the extent of 
dividends received ; and that the smaller companies show the fol- 
lowing figures : 


SMALLER COMPANIES 


ComMBINED BALANCE SHEET (condensed) 














Assets Liabilities and Ownership 
DRE oc ccnvensspstnsaian $6,500,000 Liabilities ............... $1,500,000 
Ownership: 
Capital ...... $4,500,000 
Surplus ..... 500,000 5,000,000 
$6,500,000 $6,500,000 


The question is: Shall the holding company’s interest in the 
subcompanies be represented on its balance sheet by its invest- 
ment account alone; or by its investment account and another ac- 
count representing the earnings accrued on the investment, 
namely, the holding company’s due share of the subcompanies’ 
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aggregate surplus; or shall the assets and liabilities of the sub- 
companies, either wholly, and without regard to the degree of 
the holding company’s ownership, or in proportion thereto, be 
merged distributively with the corresponding assets and liabilities 
of the holding company in a consolidated balance sheet, thereby 
of necessity bringing into the holding company’s accounts its 
equitable share of the undistributed surplus of the subcompanies? 

Probably no rule can be laid down which will apply even to 
all cases subject to the conditions herein named. For if the assets 
are so homogeneous as to make a consolidated balance sheet a 
better showing of the holding company’s affairs than a balance 
sheet which shows the holding company’s interest in the sub- 
companies as an investment only, the degree of the holding com- 
pany’s ownership may make consolidation desirable in one case 
and undesirable in another. For example, if one company owns 
all of the stock of another operating in precisely the same line, 
a complete consolidation of the balance sheets is obviously de- 
sirable. But if one company owns only two per cent of the stock 
of another, even in the same line, consolidation of the balance 
sheets in any degree would be an absurdity. 

Under five per cent ownership, if the balance sheets are 
wholly consolidated the merged figures will grossly overstate the 
assets and liabilities of the holding company. In the case illus- 
trated the over-statement would amount to $6,175,000. On the 
other hand, if no consolidation whatever is made the balance sheet 
of the holding company will show the capital invested in sub- 
companies but not the entire earnings of that capital. Also, it 
will not disclose distributively the full, equitable assets and lia- 
bilities of the holding company, because its share of those on the 
subcompanies’ balance sheets will be omitted. But the total under- 
statement of the distributive assets and liabilities will amount to 
only $325,000, and as the effect will be spread over numerous 
items on the balance sheet it should not be misleading to a sig- 
nificant extent. Besides, the understatement of a company’s 
affairs is less culpable than overstatement. 

Under ninety-five per cent ownership, if the balance sheets 
are wholly consolidated, there will be an overstatement of the 
distributive assets and liabilities of $325,000. On the liability 
side the greater part of this amount will appear as a separate item, 
representing the part of the capital stock and surplus of the sub- 
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companies that is owned by their outside stockholders. As the 
inflation otherwise will probably affect many items on the balance 
sheet, it may be regarded as practically innocuous. This course 
is preferable, when the degree of ownership is high, to the entire 
omission of the subcompanies’ figures, since that would mean an 
understatement of many items by large sums, aggregating $6,- 
175,000. 

Thus, near the lower limit of ownership non-consolidation 
seems to be preferable, but error of understatement is involved; 
and near the upper limit of ownership consolidation seems to be 
preferable, but error of overstatement is involved. 

Under fifty per cent ownership— 

(1) The consolidated assets will include $3,250,000 in which 
the holding company has no equitable interest. 

(2) The consolidated liabilities will be overstated $750,000, 
an amount for which the holding company is not equitably liable. 

(3) Two million, two hundred and fifty thousand dollars of 
the capital stock will be eliminated, cancelling a like amount out 
of the corresponding investment account on the holding com- 
pany’s books. 

(4) One-half of the surplus, $250,000, will be shown in 
conjunction with the directly earned surplus of the holding com- 
pany, the two together constituting the holding company’s true 
surplus. 

(5) The other halves of the capital stock and surplus, ag- 
gregating $2,500,000, will be shown as a liability for the outside 
one-half ownership in the subcompanies. 

This last item, like items one and two, will be an extraneous 
item in a balance sheet purporting to be that of the holding 
company. It will be no true liability of the holding company 
whatever. In reality it will be only the net measure of the in- 
terest and obligation of the outside stockholders of the sub- 
companies in the assets and liabilities of those companies which 
are united in the consolidated balance sheet with the assets and 
liabilities of the holding company. 

Let it be noted at this point, too, that the result obtained 
above as regards the holding company’s share of the surplus 
of the subcompanies is ideal; that nothing less will satisfy the 
ideal than the inclusion of the entire surplus earned by the hold- 
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ing company’s capital, whether all of it is handled by the hold- 
ing company or a part of it by underlying companies. 

It seems, then, that when a holding company’s ownership 
is partial, complete consolidation of the balance sheets will mis- 
represent the assets and liabilities of the holding company. Com- 
plete non-consolidation seems to be objectionable, also, for then 
there will be not only an understatement of assets and liabilities 
from the standpoint of equitable ownership, but of surplus as 
well. The surplus will represent only a part of the earnings of 
the capital represented by the balance sheet. In the illustrative 
case used herein the understatement of surplus would be $250,- 
ooo. Now the surplus account is of nearer interest to the stock- 
holder than are offsetting inexactnesses in assets and liabilities. 
And a holding company is as legitimately entitled to show the 
earnings of its capital in its surplus account when those earn- 
ings are got by the intervention of subcompanies as when they 
are earned by its direct operations. So that non-consolidation, 
unmitigated, seems to entail even more unsatisfactory results 
than complete consolidation. 

Non-consolidation, while perhaps not ideally satisfactory in 
that it does not show the distributive, equitable assets, liabilities 
and earnings of the holding company in totals, is nevertheless 
consistent, for it makes no show of doing what it does not do, 
and its defect is present in the surplus account as well as in the 
assets and liabilities. 

Complete consolidation, on the other hand, is misrepresen- 
tative in that it purports to show the consolidated assets and lia- 
bilities of the holding company, whereas it really shows assets 
and liabilities that are vitiated by more or less of inflation. There 
is also a technical, though unimportant, inconsistency in the 
fact that it divides the surplus and capital between the hold- 
ing company and the outside stockholders of the subcompanies, 
but unites their assets and liabilities. 

Respecting the third method one writer says: “If the hold- 
ing company does not own all of the stock of any of the sub- 
sidiary companies, the consolidated balance sheet may show only 
the proportion of assets and liabilities of the subsidiary com- 
pany that the amount of stock held by the holding company 
bears to the total stock outstanding. If the holding company 
is prepared to buy the remainder of the stock, the balance sheet 
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may show all the assets and liabilities of the subsidiary com- 
pany, and, in addition, a credit balance, or liability, of capital 
stocks of subsidiary companies not owned. This liability should 
be the book value of the stock not owned by the holding com- 
pany.” 

By this method, under fifty per cent ownership, offsetting 
inter-company items having been suppressed, one-half of every 
item in the combined balance sheet of the subcompanies would be 
taken into the consolidated balance sheet. The resulting figures 
would give the true measure of the holding company’s aggre- 
gate assets, liabilities, capital and earnings, and no inflation, 
understatement or distortion of them would result from the 
consolidation. 

Yet this method does not wholly satisfy the mind. It would 
be inconvenient in the case of numerous subcompanies related 
to the holding company by varying, fractional percentages of 
ownership. All non-intercompany items on each subcompany 
balance sheet would have to be divided according to ownership, 
and the intercompany items left untouched, to be eliminated 
in the combination and consolidation of the various balance 
sheets. But this could not be called an objection to the method 
if the result obtained was deemed to be worth the labor. The 
chief objection to it seems to be the antagonism between its 
ostensible assumption that the subcompanies’ assets and liabilities 
are separable in proportion to ownership and the fact that in 
law they are not. 

The holding company’s portion of the subcompanies’ assets 
is an undivided portion; its share of their liabilities is not a 
legally separable share; and its interest in their surplus is, until 
dividends are declared, only an equitable interest upon liquida- 
tion. So that to separate its alleged portion of their assets 
and liabilities, in which in law it has not a separable interest, 
seems to do violence to a sense of consistency. Certain it is 
that no liquidation of a group of companies would be authorized 
by the courts on a half-and-half basis, a holding company tak- 
ing one-half of the assets and settling one-half of the liabilities, 
and the other stockholders doing likewise with the other half 
of the assets and liabilities! 

If, then, the assets of subcompanies are legally indivisible 
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in proportion to stock ownership except upon liquidation, why 
should not accounting practice so treat them? 

But it may be replied that the consolidation of balance sheets 
is a matter that is not regulated by law. Wherefore the objec- 
tion to the partition of subcompanies’ balance sheets may be 
declared to rest upon theoretical grounds only, and to be of no 
practical importance. If this view be adopted, the taking into 
a consolidated balance sheet of the equitably owned portions of 
the assets of subcompanies is permissible and proper; and the 
important question then arising is: Is the view of a holding 
company’s position and interests presented by such a consolidated 
balance sheet a better view than that presented by separate bal- 
ance sheets? 

An answer may be found, and a measure taken of the relative 
importance in informative value of the various items in a bal- 
ance sheet so consolidated, by means of a table like the following: 








Any asset 

or liability Surplus 
OE ete eentienseneresenrecsinnnnenennermnoens ', - 
cent Holding Holding 
Company owned Total Co’s share Total Co’s share 
A 50 $200,000 $100,000 $ 50,000 $ 25,000 
B 80 100,000 80,000 20,000 16,000 
G 20 50,000 10,000 5,000 1,000 
Total subcompanies $350,000 $190,000 $ 75,000 $ 42,000 
Holding company 500,000 500,000 90,000 90,000 





$850,000 $690,000 $165,000 $132,000 





Let the first column of figures be taken to represent the 
costs of the manufacturing plants of the various companies. 
How much meaning is there in the statement that the holding 
company’s equitable share is $690,000 out of $850,000? If the 
holding company owned all of the capital stock of the sub- 
companies, the total of $850,000 would have some significance as 
indicating the proportion of the holding company’s capital locked 
up in this particular, permanent form and the relation thereof 
to the amount left free for use as working capital. But as 
the consolidated figures stand, do not the varying degrees of 
ownership so vitiate their significance that there is little of 
import or interest left? 


If the figures are taken to represent the cash on hand, they 
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seem to convey more meaning. And similar figures representing 
current assets and current liabilities in contrast would seem to 
have yet more value. But even then the consolidated figures 
would not tell the whole story if the holding company was liable 
as endorser on all of the subcompanies’ notes payable, for only 
the part of them corresponding to the holding company’s owner- 
ship of the subcompanies’ stocks would be included. 

There seems to be little value in such consolidated figures. 
They are so complex in their relations and significance that they 
are nearly void of significance. 

But when the surplus account is reached, simple and im- 
portant facts are revealed. The earnings to date of the capital 
administered by the holding company itself are seen to be $90,- 
000 ; the earnings to date of its capital handled by subcompanies 
are seen to be $42,000; and its entire capital is shown to have 
produced earnings to date of $132,000. And any further in- 
vestigation of the figures will be made to obtain more details 
and to determine causes, not to resolve vagueness into mean- 
ing. 

The comparative meaninglessness of the asset and liability 
figures produced by proportional consolidation seems to be suffi- 
cient ground for regarding the method as unsatisfactory. The 
asset and liability figures produced by complete consolidation 
are vitiated by inflation. The asset and liability figures pro- 
duced by proportional consolidation are likely to be so far 
vitiated by diversity of elements that it may almost be said of 
them that they do not mean anything. 

But the result as regards surplus is the same by this method 
as by that of complete consolidation. No charge of either 
meaninglessness or inflation can be brought forward as an 
argument against consolidating the equitably owned portion of 
the surplus of the subsidiaries with the surplus of the holding 
company, and an endeavor will be made further on to justify 
this practice. 

A fourth alternative is to present the holding company’s bal- 
ance sheet and the subcompanies’ combined balance sheet sepa- 
rately, and to place upon the former an asset account 
representing the holding company’s equitable interest in the 
undistributed surplus of the half-owned companies, with a cor- 
responding credit to the surplus account. If this asset account 
should prove to be uncollectible, it would be treated in income 
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tax reports and profit and loss statements as any other bad debt 
is treated. 

Separate balance sheets remove all danger of overstatement 
or understatement. The surplus account on the holding com- 
pany’s balance sheet will by this method show the holding com- 
pany’s whole surplus, not a fraction thereof. It may be shown 
in detail sufficient to establish clearly its connection with the 
profit and loss statement of the subcompanies; and the latter 
may be shown separately, or along with that of the holding com- 
pany in parallel columns, with a notation under the net result 
shown by the subcompanies of the one-half thereof transferred 
to the holding company’s balance sheet. 

A holding company’s balance sheet, which of necessity shows 
all of its capital, cannot be said to satisfy the demands of con- 
sistent reasoning unless it shows also all of the holding com- 
pany’s earnings. The only logical treatment of a holding com- 
pany’s surplus account seems to be to make it include all of the 
holding company’s share of the earnings of subcompanies. Pos- 
sible legal difficulties will be considered in a later paragraph. 
For the present let it suffice that common sense seems to dic- 
tate that course. 

Another complication now presents itself. What is to be 
done when the accountant has been unable to verify the earnings 
of the subcompanies? 

If the subcompanies are comparatively small, widely scattered 
and very numerous, and if their fiscal periods are coterminous 
with that of the holding company, it may be beyond the bounds 
of practicability and of a reasonable financial burden upon the 
client for the accountant to examine them. He may then plead 
ignorance of the worth of the unverified surpluses of the sub- 
companies, and on that ground decline to admit to the surplus 
account of the holding company any of the earnings of the sub- 
companies except such as have been received as dividends. 

But is it right that a large item of earnings should be ruled 
out of the surplus account on the negative plea that the ac- 
countant, for valid reasons, has not verified it? The client’s 
insistence that it be shown would be a reasonable insistence, 
and the accountant’s declination to accept responsibility for it 
would be equally reasonable. Let it be shown, then, among the 
assets as earnings accrued on investments, or as an “equitable 
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interest in surplus profits of subcompanies,” with such a dis- 
claimer of responsibility on the part of the accountant as may 
be necessary. And on the credit side let it be merged with 
the surplus of the holding company, shown separately as surplus 
derived from subsidiaries, or shown as a reserve forming part 
of the surplus, but in all cases as an integral part of the surplus. 
It cannot be admitted that an accountant is justified in depriv- 
ing a company of the benefit in its statements of an item of earn- 
ings of prima facie validity. 

It might seem that a reserve against the non-realization of 
the surplus balances of the subcompanies should be shown as 
such among the liabilities, or as a deduction from the asset ac- 
count, rather than in the surplus account. Perhaps the use of the 
term “reserve” in a meaning that is not sufficiently well-defined 
and uniform is responsible for this impression. If the word is used 
of ascertained surplus only, and not of gross profits, the surplus 
balances of subcompanies will at once find their proper place. 

Allowances for depreciation, for losses from bad debts and 
for unrecorded expense liabilities, often called reserves, are not 
reserves from ascertained surplus, but elements that it is neces- 
sary to use in order to ascertain the surplus. They cover 
expenses and losses that are applicable to the period. Reserves 
from ascertained surplus are amounts set aside therein to pro- 
vide for contingencies that are not applicable to the period. The 
former deal with events that are certain in themselves and un- 
certain only in degree. The latter deal with contingencies, events 
uncertain in themselves. The former deal with past events, events 
that it would be unreasonable to omit from the profit and loss 
account of the period. The latter deal with future possibilities, 
contingencies that it would be unreasonable to include in the profit 
and loss account of the period. 

That this is not a distinction without a difference is confirmed 
by the treatment accorded to the two classes of items. The 
former are displayed in the balance sheet in connection with 
the items they affect. The latter are grouped with surplus. In 
a condensed statement, reduced to the four groups: assets, lia- 
bilities, capital and surplus, who would think of showing a gen- 
eral reserve against a contingency as a liability? It is only a 
part of the surplus, labeled and reserved from disbursement. 


Known losses and expenses, albeit of estimated amounts, must 
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go into the profit and loss account, and will therefore affect the 
determination of the amount of the surplus. Unknown con- 
tingencies cannot reasonably go into the profit and loss account 
of the period, and so cannot affect the determination of the 
amount of the surplus. That is to say, reserves against the 
risks of the future are provided out of surplus previously ascer- 
tained, by marking and withholding the necessary portion or por- 
tions of it. 

But it should be noted that any subdivision so made should 
be made within the surplus account. No part of surplus that 
is reserved should be shown apart from it on the balance sheet, 
but as a section of it. The heading sometimes seen, “Surplus 
and reserves” is not a good one, because it implies that the 
reserves are something different from the surplus. 

Furthermore, the nature of a surplus account shows that a 
reserve for non-collection of profits of subcompanies cannot 
properly be taken out of it and shown elsewhere. Primarily, a 
surplus account measures the success or failure of a corporate 
enterprise. It does for the life of the enterprise, consideration 
having been given to the dividends paid, what the profit and 
loss account does for each of its fiscal periods. Its principal 
function is to show what is the amount of the ascertained sur- 
plus. 

The sum so shown may or may not be available for dividends. 
That will depend not only on the realized or unrealized status 
of the profits of subcompanies and of other profits as well, but 
upon factors which the surplus cannot possibly show. For 
example, a surplus account might include realized profits only, 
and cash on hand might exceed the amount of the surplus. Yet 
if large payments for new capital assets were about to become 
due, the surplus might not be at ail available for dividends, not- 
withstanding its liquid condition. So that a surplus account 
cannot be made to answer whether or not it is available for 
dividends. To try to make it do so is to pervert it from its 
proper use. But it can answer how much surplus there is. 
However, it manifestly will not show how much surplus there 
is if the unrealized earnings of subcompanies which have been 
credited to it are taken out again by showing a reserve for their 
non-collection elsewhere on the balance sheet. Therefore the 
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reserve must be included in the surplus or the latter will not 
fulfil its primary function, but will be understated. 

If the accountant cannot examine the subsidiaries, he can 
get some light on the probability of non-realization of their sur- 
pluses from material in the head office, their dividend records, 
the consistency of their inventories at different periods, and the 
reports of the company’s traveling auditors, if any such are 
employed. But in any case, if he marks the accrued asset ac- 
count unverified, and shows the contra item as surplus, “re- 
served against unrealized earnings of subcompanies,” he will 
have protected his own position, put the directors on notice in 
respect of dividend declarations out of unrealized profits, and 
yet will have done full justice to the company. 

The discerning reader will have noticed that the fact that the 
law recognizes the rights of stockholders in the surplus assets 
of corporations only as equitable and undivided rights was men- 
tioned as a possible objection to the proportional consolidation 
of balance sheets, but that it has not been urged against the pro- 
portional consolidation of surplus accounts. Let who will 
apologize for the inconsistency, while we examine the objection 
itself. 

When a corporation is organized it becomes a legal entity 
apart from the stockholders who compose it, and the stockholders 
surrender their individual ownerships of their capital contribu- 
tions in exchange for an undivided interest in the common, cor- 
porate ownership. That re-exchanges cannot be made at will 
by the stockholders is manifestly a condition that is essential to 
the effective life of the corporation. Hence the formal action of 
the directors known as the-declaration of a dividend is required 
before the undivided, equitable right of a stockholder in the 
surplus assets of a corporation can be turned into a separate, 
legally enforceable right. Now the question is: Does this 
denial by the law that a stockholder has a separable interest in 
the surplus of a corporation prior to the declaration of a divi- 
dend constitute also, or make logically necessary, a denial of his 
right to include his equitable share of that surplus among his 
assets ? 

That the law must govern is axiomatic, but it is equally true 
that the conceptions and doctrines of law do not govern all 
human conduct. If they did, progress would be even more slow 
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than it is. But growth in the art of living together and of doing 
justice goes on among men, and the law comes tardily after. 

For example, executors’ accountings to the surrogate must 
be made upon the “charge and discharge” basis, not because that 
is the best way to make up the accounts necessarily, but because 
that is the form required. Must the accounts of extensive es- 
tates be kept by single entry methods as a consequence? 

Again, partnership law does not permit the agreed salaries 
of the partners to be charged as expenses of their business. 
This rule rests upon a conception that seems archaic, and largely 
inapplicable to modern conditions, namely, that each partner 
owes his services to the partnership. But until that conception is 
modernized in our law, we shall have to be governed by it. On 
the other hand, virtual partners who have brought their busi- 
ness out from under partnership law and put it under corpora- 
ation law will beyond doubt charge their salaries as expenses of 
the business. That what is admittedly right in the latter case 
should be wrong in the former, as judged by standards of reason 
and consistency, is not very clear. Does it follow that the 
salaries of partners should be omitted from a partnership’s cur- 
rent expense statements from year to year in order to maintain 
a consistency with the legal doctrine on the subject? 

Again, it is legal doctrine that when not otherwise provided 
by agreement, partnership profits should be treated as of the 
year in which they are received, and not of the year in which 
they are earned. Shall we therefore return to the receipts and 
payments basis of account-keeping for partnerships whose ar- 
ticles make no reference to the subject, as probably not one in 
a hundred does? 

The supreme court of the United States once decided that 
excess of receipts over expenditures constituted profits, without 
regard to depreciation. Should accountancy science have there- 
upon ignored depreciation in calculating profits? It is noteworthy 
that present-day public utility commissions do not ignore it! 

These citations are made to show that a practice is not neces- 
sarily to be condemned because it does not accord with current 
legal doctrine. They make pertinent the question: Is inconsist- 
ency with contemporaneous legal conceptions a sufficient reason 
for omitting the undistributed profits of subsidiary companies 
from the earnings statements of holding companies? 
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It is safe to assume that there is no direct violation of law 
in combining with a holding company’s own surplus its equitable 
interest in the surpluses of subcompanies. On the other hand, 
let it be admitted that such a practice is inconsistent with the 
current legal viewpoint. In such circumstances ought not ac- 
countants to establish and follow such procedures as are best 
supported by reason and propriety? Law does not precede, but 
follows after, human need and experience. If a practice gains 
acceptance and sanction among those whom it concerns, not- 
withstanding it is at the first inconsistent with law, do not the 
precedents of history justify the expectation that sooner or later 
the law will recognize it? 

In conclusion it should be stated that the method favored 
herein, the fourth, is advocated as being the best for a hold- 
ing company owning exactly fifty per cent of some dozens of 
subsidiaries, to cite one known case. No claim is made that it is 
best in all cases, as, for example, when a holding company’s 
ownership is nearly uniform and nearly complete. 
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Fair Interest on Investment in Public Utilities 


By H. J. Daviss 


John B. Geijsbeek, C. P.A., contributes an article to the 
April number of THE JouRNAL oF AcCcouNTANCY on Fair Return 
to Public Utilities, in which he undertakes to show that the 
normal value of a public utility plant is about 54.55 per cent of 
its original cost, his essay having been suggested by an argument 
written by James B. Allison, chief engineer of the public service 
commission of St. Louis. 

The article contains three charts and eleven tables in support 
of the theory that the normal value of a public utility property 
is half way between cost and scrap value, or about 54.55 per cent 
of cost. While the tables are based upon varying years of life 
of four items of property, they assume that the cost of each 
item is equal to the cost of each of the other items. If we place 
values upon the four items, and assume that no two are of the 
same value, the values remaining at the end of the several periods 
will be different from those shown in Mr. Geijsbeek’s tables. 

The eleven tables which follow correspond in order of ar- 
rangement with his. It is assumed in them, however, that the 
four items of property have the following values: 





' pata ee $90,000 

Os cdianwat 3,000 

TT oc iat 6,000 

Fee 1,000 

ee $100,000 
TABLE I 


Investment Remaining value % 
A $ 90,000 $45,000 50 





3,000 2,000 66-2/3 
aa 6,000 6,000 100 
$ 99,000 $53,000 53.53 
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TABLE 2 
$ 90,000 o o 
3,000 $1,000 33-1/3 
6,000 3,000 50 
$ 99,000 $ 4,000 4.04 
TABLE 3 
$ 90,000 ,000 100 
3,000 1,000 33-1/3 
6,000 3,000 50 
1,000 1,000 100 
$100,000 $95,000 95 
TABLE 4 
$ 90,000 $45,000 50 
3,000 oO Oo 
6,000 fe) °o 
1,000 666.66 66-2/3 
$100,000 $45,666.66 45-2/3 
TABLE 5 
$ 90,000 $45,000 50 
3,000 3,000 100 
6,000 6,000 100 
1,000 666.66 66-2/3 
$100,000 $54,666.66 54-2/3 
TABLE 6 
$ 90,000 ° 0 
3,000 2,000 66-2/3 
6,000 3,000 50 
1,000 333-33 33-1/3 
$100,000 $ 5,333-33 5-1/3 
TABLE 7 
$ 90,000 $90,000 100 
3,000 2,000 66-2/3 
6,000 3,000 50 
1,000 333-33 33-1/3 
$100,000 $95,333-33 95-1/3 
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TABLE 8 
A $ 90,000 $45,000 50 
B 3,000 1,000 33-1/3 
aa 6,000 oO fe) 
bb 1,000 oO oO 
$100,000 $46,000 46 
TABLE 9 
A $ 90,000 $45,000 50 
B 3,000 1,000 33-1/3 
aa 6,000 6,000 100 
bb 1,000 1,000 100 
$100,000 $53,000 53 
TABLE I0 
A $90,000 fe) re) 
B 3,000 ra) re) 
aa 6,000 3,000 50 
bb 1,000 666.66 66-2/3 
$100,000 $3,666.66 3-2/3 
TABLE II 
A $90,000 $90,000 100 
B 3,000 3,000 100 
aa 6,000 3,000 50 
bb 1,000 666.66 66-2/3 
$100,000 $96,666.66 96-2/3 


The percentages shown in Mr. Geijsbeek’s tables, ascertained 
by him by dividing the sum of his percentages of remaining life 
or value by the number of items of property, and the percentages 
shown in the foregoing tables, ascertained by dividing the re- 
maining value of all the items by the total investment, are writ- 
ten below in parallel columns: 


Table No. G. D. 
I 72-2/97% 53-537 
2 27-7/97% 4.047% 
3 70-5/6% 95% 
4 29-1/6% 45-2/3% 
5 79-1/6% 54-2/3% 
6 37-1/2% 5-1/3% 
7 62-1/2% 95-1/3% 
8 20-5/6% 46% 
9 70-5/6% 53% | 
10 29-1/6% 3-2/3% 
II 79-1/6% 96-2/3% ; 
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If the amounts invested in A, B, aa and bb be reversed or 
otherwise changed, still different ratios of remaining value to total 
investment will appear. Arrarige the values as follows, and the 
percentages of remaining value will be as shown in the tables 


























below: 
Saar ee $ 6,000 
DD  Bewavns 1,000 
gtk tiie 90,000 
guliewend 3,000 
ot Fee $100,000 
TABLE 1 
Investment Remaining value % 
A $ 6,000 $ 3,000 50 
B 1,000 667 66-2/3 
aa 90,000 90,000 100 
$ 97,000 $93,667 96.55 
TABLE 2 
A $ 6,000 $ 0 oO 
B 1,000 333 33-1/3 
aa 90,000 45,000 50 
$ 97,000 $45,333 46.71 
TABLE 3 
A $ 6,000 $ 6,000 100 
B 1,000 333 33-1/3 
aa 90,000 45,000 50 
bb 3,000 3,000 100 
$100,000 $54,333 54-1/3 
TABLE 4 
A $ 6,000 $ 3,000 50 
B 1,000 oO oO 
aa 90,000 o o 
bb 3,000 2,000 66-2/3 
$100,000 $ 5,000 5 
TABLE 5 
| A $ 6,000 $ 3,000 50 
B 1,000 1,000 100 
aa 90,000 90,000 100 
bb 3,000 2,000 66-2/3 
$100,009 $96,000 96 
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TABLE 6 
A $ 6,000 $ fe) o 
B 1,000 667 66-2/3 
aa 90,000 45,000 50 
bb 3,000 1,000 33-1/3 
$100,000 $46,667 46-2/3 
TABLE 7 
A $ 6,000 $ 6,000 100 
B 1,000 667 66-2/3 
aa 90,000 45,000 50 
bb 3,000 1,000 33-1/3 | 
$100,000 $52,667 52-2/3 
TABLE 8 
A $ 6,000 $ 3,000 50 
B 1,000 333 33-1/3 
aa 90,000 o o 
3,000 o o 
$100,000 $ 3,333 3-1/3 
TABLE 9 
A $ 6,000 $ 3,000 50 | 
B 1,000 333 33-1/3 
aa 90,000 90,000 100 
3,000 3,000 100 
$100,000 $96,333 96-1/3 
TABLE 10 
A $ 6,000 $ oO re) 
B 1,000 oO o 
aa 90,000 45,000 50 
bb 3,000 2,000 66-2/3 
$100,000 $47,000 47 
TABLE II 
A $ 6,000 $ 6,000 100 
B 1,000 1,000 100 
aa 90,000 45,000 50 
b 3,000 2,000 66-2/3 
$100,000 $54,000 54 
The ratios of the remaining value of all the property to the 


total investment in the three sets of tables are shown below: 
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Table No. G. D.t D. 2. 
I 72-2/9% 53-53% 96.55% 
2 27-7/9% 4.047% 40.71% 
3 70-5/67% 95% 54.337 
4 29-1/6% 45.67% a4 
5 79-1/6% 54.66% 096% 
6 37-1/2% 5.33% 46.677 
7 62-1/2% 95.34% 52.66% 
8 20-5/6% 46% 3.34% 
9 70-5/67% 53% 96.33% 
Io 29-1/6% 3.67% 47% 
II 79-1/6% 06.66% 54% 


These tables may not disprove the contention of Mr. Geijs- 
beek and Mr. Allison that the average value of a public utility 
plant tends to a point half way between cost and scrap value, but 
they certainly do not refute the propositions that the return on in- 
vestment, whatever may be determined or agreed to be the per- 
centage of that return, should be, not on the present (depreciated ) 
value of the property of the investor, but on the cost of the prop- 
erty, and that the amount of the investment, and not the de- 
preciated value of the physical property, should be the basis of 
determining what is a fair and just rate or toll for the service 
rendered to the public by the investor. 

To ascertain the “composite value line” the remaining value 
should be divided by the total investment; it cannot be obtained 
by dividing the sum of the percentages of remaining value or 
life by the number of items of property—unless each item repre- 
sents an investment of an amount equal to the amount invested 
in each other item, which is never the case. 

The operating efficiency of a traction plant is probably as high 
as that of a telephone plant and higher than 54.55 per cent of its 
original cost. In a growing city a public utility plant never stands 
still—never is finished—never stops growing. Demand for addi- 
tional service requires an increased supply of capital; and so the 
investment, the amount of original cost, becomes legitimately 
larger annually, monthly, almost daily. And the cost of the 
additional property is so large a proportion of the total invest- 
ment that always more than half the property has lived less than 
half its life. The value of such a property, therefore, never 
falls to an average or normal of 54.55 per cent, or half way 
from its original cost to its selling price as scrap. 

Public utility companies usually own land; and the value 
of land in a growing community usually appreciates, instead of 
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depreciating as the value of all other property does. This en- 
hancement in the value of land tends to keep the average value 
of the whole property above the half-way point on the road from 
first cost to terminal junk-pile. 

A normal value line of 50 or 55 per cent can only apply to 
or be true of a utility that is neither increasing nor decreasing its 
plant or its service. Every public service company that is adding 
to its property to meet the increasing demands and needs of the 
public has, and must necessarily have, a property worth more 
than 54.55 per cent of its cost. 

Mr. Geijsbeek says that “if depreciation is charged in addi- 
tion to repairs and renewals, the public, or the consumer, has 
paid back to the utility company that amount for immediately 
existing reduction in the value of the property due to wear and 
tear not yet made good by renewals. That is either in the pockets 
of investors or stockholders or is in a reserve fund; if not in 
the fund, then it is in the reserve account and has been used 
to purchase additional plant. Thus the depreciated plant value, 
added to earned surplus either on hand or paid to stockholders, 
will equal the original investment. In such a case a fair return 
can be only on the depreciated value of the origina! cash invest- 
ment, and not on the cost of reproduction. Therefore, if de- 
preciation is allowed in addition to repairs and replacements, the 
cash investment upon which a fair return is allowed is reduced 
each year by the amount of depreciation so allowed.” 

This is not so, unless the amount of the depreciation is re- 
turned to the investors as part of their principal. If the amount 
of all depreciation is returned to the investors as part of their 
principal, then when replacements are needed it will be neces- 
sary to invest new capital, which also must be returned with 
full interest. 

If the stockholders have received from earnings, in addition 
to a fair return of interest upon their investment, a part of the 
investment itself, and if the contract between the utility and the 
municipality limits the rate of interest upon investment, it may be 
proper to reduce the capitalization, or the amount upon which in- 
terest should be paid; but if the principal of the stockholders is 
kept in the business, whether a depreciation reserve adequate 
to provide for the disappearing value of the physical property 
is set up or not, the stockholders should receive interest upon the 
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entire amount, and not merely on the depreciated value of the 
property. Mr. Geijsbeek seems to see this in his “Conclusions 
as to deterioration” on page 259, for he says, “Instead of paying 
this depreciation item to its stockholders in dividends out of sur- 
plus, this amount may be held by the company in a reserve 
account, or, sometimes, a reserve fund, in order to keep the in- 
vestment always at 100 per cent; i.e., present value (or, ulti- 
mately, normal value) plus unconsumed depreciation reserve 
must always equal original cost.” He further says, and truly, 
that it is difficult to divide the difference between “cost new” and 
“present value” into renewals and what, he says, is called de- 
preciation, viz., “that unknown portion of plant value lying be- 
tween reproduction and normal values that will never be re- 
placed by renewals and which should remain in the reserve ac- 
counts or funds to be given to the stockholder at the cessa- 
tion of operations in order to return to him the 100 per cent he 
originally invested.” 

In the meantime, and until the cessation of operations, or, 
at least, until he gets his money, or some of it, back, the stock- 
holder should receive interest on the entire amount of his orig- 
inal investment, and not merely on the remaining value of the 
property purchased with his money. 

Again, on page 262, under the heading “Fair return on invest- 
ment,” Mr. Geijsbeek writes: “Having decided the subject of 
depreciation, the question of fair return on the investment comes 
up. It seems almost impossible to find any two men who agree 
on what amount the interest considered to be the fair return 
should be charged. Especially is there a great difference of opin- 
ion as to whether the fair return should be calculated on the orig- 
inal cost value or the cost to reproduce the property, or whether 
it shall be the depreciated value, or the present value, which 
ultimately will become the normal value.” 

On the contrary, it is difficult to see how any two men can 
disagree as to the amount on which interest should be charged. 
It should be the full amount of honest investment, not the de- 
preciated or present value of the physical property. The toll or 
rate of fare should be high enough to pay expenses, taxes and a 
fair interest on original cost, i.e., investment, and to set up a 
maintenance reserve equal to the difference between cost and 
present value. If this reserve, which may be in cash, securities 
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or other physical property (cash and securities are as much 
property as cars or telephone wires), is adequate, then the value 
of the company’s property will be equal to the investment—as 
it should be. If, instead of providing for such a reserve, and 
then keeping it in cash or investing it in additional physical 
property or in securities, the company uses it to return to its 
stockholders a part of their principal, calling in some of the out- 
standing stock or bonds, it may be argued that, the investment 
having been reduced, the rate thereafter should be based upon so 
much of the original amount as is still invested. In no case should 
the rate be based upon present (depreciated) value—unless the 
stockholders have received, in addition to their interest, the en- 
tire difference between cost and present value. If a part of the 
investment of the stockholders has been returned from earnings 
and the amount of capital stock originally issued has been cor- 
respondingly reduced, or if additional property has been pur- 
chased from earnings and the difference between investment and 
present value has been thus lessened, the rate-payers who have 
contributed to the earnings so used have paid more than should 
have been charged them; and the rate-payers of the future will 
be charged less than they ought to pay, because they will pay 
upon a valuation smaller than the amount of money invested for 
their benefit. 

For illustration, suppose an investment of a million dollars in 
an electric railway property, under an agreement between the 
company and the municipality that Io per cent per annum on the 
investment shall be paid to the stockholders of the company ; and 
suppose that a depreciation of 20 per cent, or $200,000, ensues, 
the remaining value of the property being $800,000. The com- 
pany ought then to have, in addition to eight hundred thousand 
dollars’ worth of physical property, a reserve of $200,000 to take 
care of the 20 per cent depreciation. If, instead of keeping this 
reserve in cash or investing it in bonds or other property, the 
company should pay it to the stockholders, in addition to interest 
at the rate of 10 per cent per annum, then 10 per cent interest 
on the remaining $800,000, instead of on the original invest- 
ment of $1,000,000, may be the fair return thereafter, because 
20 per cent of that investment has been returned to the investors. 
In that case $200,000 of the stock or bonds should be called in. 

This transaction is perfectly fair and just to the investors 
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and the company ; but is it fair to the car-riders of the period in 
which the depreciation occurred or the reserve was accumulated? 
Should they have paid for their rides $200,000 in addition to 
ten per cent ($100,000) upon the original investment? And 
should the car-riders of the future have the benefit of that con- 
tribution to capital by the car-riders of the earlier period and re- 
ceive their rides for 10 per cent ($80,000) on only $800,000? If 
so, then when property is worn out, or becomes inadequate or 
obsolete, and is replaced by other property, the cost of the new 
property must be provided from new capital, on which interest 
must be paid. And so, instead of paying off a part of capital 
as physical property depreciates and calling for additional capital 
when the time for replacement comes, the practice has been to set. 
aside a reserve for maintenance, or for depreciation and replace- 
ment of physical property, and to invest the reserve, or some part 
of it, in securities or additional physical property. It is not neces- 
sary that the reserve be kept in cash. Invested in securities or 
physical property it should earn a larger return than savings 
bank interest. This practice is a better security for the invest- 
ment than alternate payments of principal and demands or calls 
for new principal. 

The car-riders of each month or year should pay a toll or 
rate of fare sufficient to enable the company to pay its operating 
expenses, its taxes, a fair rate on its investment, and, in addition, 
to set up out of the earnings of the month or year a reserve suffi- 
cient to take care of the depreciation, as nearly as it can be 
estimated, in the value of the physical property in the month or 
the year. The reserve ought not to be less than the depreciation. 
It ought not greatly to exceed it. Of course, the depreciation is 
not susceptible of exact ascertainment in advance; but it is 
possible to make a reasonable estimate, based on the experience 
of the company and the known experience of other companies in 
the same business. The reserve should be ample—too large rather 
than too small. It is easier to reduce the rate of fare to correct 
an over-estimate than to raise the rate to make good an under- 
estimate. 

If it were practicable, from the beginning of such an enter- 
prise as an electric railroad, to pay to the stockholders as a par- 
tial return of the investment the amount of the increasing differ- 
ence between the original cost and the present value of their 
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property until the average or normal value, or a still lower value, 
was reached, calling in outstanding stock or bonds as partial re- 
turn of investment was made, then it would be necessary, when- 
ever renewals or replacements were required, to call on the in- 
vestors or the public for additional capital to pay for new prop- 
erty to take the place of the obsolete, inadequate or worn-out 
equipment. 

A reserve to provide for repairs as well as for renewals and 
depreciation, or for repairs and renewals as well as for deprecia- 
tion, would seem to be better than a reserve for depreciation 
merely, or for depreciation and renewals. It may be called a 
maintenance reserve. It should be large enough to provide for 
the difference between cost and the remaining value, at any 
time, of the physical property. An amount should be set aside 
in cash each month or each year, or by other periods, equal to the 
estimated difference between cost and present value in the period, 
and charged to expense. Cheques should be drawn on this re- 
serve to pay for repairs and renewals. The excess above ex- 
penditures may be invested. 

Public utility managers and taxing officials have been em- 
barrassed and confused by attempts to fix one value of physical 
property for rate-making purposes and another value for purposes 
of taxation. There should be no confusion. The value for rate- 
making purposes may be greater than the value for taxing pur- 
poses without inconsistency. The value for rate-making pur- 
poses should be cost or reproduction value; the value for pur- 
poses of taxation should be the value at the time of the tax assess- 
ment. If the maintenance reserve is sufficient to make good the 
difference between cost and present value, the tax value will be 
the same as the value for rate determination. The property taxed 
will include the maintenance reserve, whether the reserve is in 
cash, securities or plant. If the reserve is not as large as the 
difference between the original cost and the present value of the 
property, the loss is not the public’s, but the company’s. It in- 
dicates that the fare is not high enough to secure the entire in- 
vestment and a fair return upon it. The public gains, therefore, 
rather than loses. The company should not be taxed on the 
amount of its loss by reason of the insufficiency of the fare to 
provide for depreciation and reasonable dividends; it is enough 
that it be taxed on the fair value of its property, including what- 
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ever is in its maintenance reserve. It should not be taxed on its 
capitalization, unless its physical property and its reserve are equal 
to its capitalization; and even then the basis of taxation should 
be expressed as the value of the property, and not as the capital- 
ization. It should not be taxed on the capitalized value of its 
supposed or actual net earnings, as has been attempted in Ohio. 
If the rate of fare is inelastic—fixed by contract for a term of 
years—and the company cannot pay reasonable dividends and 
provide a sufficient reserve to take care of the difference be- 
tween cost and present value, it must forego the dividends, or a 
part of them, or, at the end of the contract, lose the difference 
between cost and the value at that time of its property. But the 
value of the property, including the value of the reserve, should 
be the basis of taxation. If the combined value of the existing 
property and the reserve is equal to the investment, the value for 
taxation and the value for rate-making will be the same. If the 
reserve is too small, the loss of the difference between cost and 
present value, or any part of that difference, will, as before stated, 
be the investors’ loss, and not the public’s, in the case of a 
franchise with a fixed rate of fare. If the reserve is too large 
under such a contract, the company will gain, but the public 
will pay only the rate of fare it contracted to pay, and will gain 
in taxes on the excess of value. In the case of a franchise pro- 
viding for an elastic fare, like the Cleveland franchise, if the 
company cannot earn its fixed rate of interest and a sufficient re- 
serve at the going rate of fare, the fare may, and ought to be, 
raised. If the earnings are more than sufficient to pay the stipu- 
lated interest and provide a sufficient reserve for maintaining the 
property at a value equal to its cost or agreed capital value, then 
the rate of fare may, and ought to be, reduced. Capital should 
equal cost—should be neither more nor less than cost. Conversely, 
cost should equal capital. Present value plus reserve should equal 
cost. But whether capitalization, original cost, and present value 
plus reserve are equal to each other or not, the basis of taxation 
should be the present value of the property, including the reserve. 
That value may be more or less than the original cost or the out- 
standing capital. In either case, it, and it only, should be taxed. 
I do not mean that there should be excluded from cost any 
proper “overhead charge,” using that phrase in its widest applica- 
tion, nor the value at the time of its acquisition or subsequently 
of any land, money or other property donated to the company. 
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EDITORIAL 
National Aspects of Public Accountancy 


Prospective promulgation by the federal reserve board of a 
ruling calling for public accountants’ certification of statements 
presented in support of applications for discount of commercial 
paper brings into prominence a question which has been fre- 
quently discussed at conventions of the American Association 
of Public Accountants and has engaged the attention of many 
of the leaders of the profession, namely, the national nature of 
the work of the public accountant. 

In some countries the control of public accounting is vested 
in an institute or a similar organization under charter of the 
government and the certificates or degrees issued to accountants 
emanate from the chartered body. This institutional control is 
exercised solely by members of the profession chosen principally 
because of their preeminence and ability. 

The result of this condition is that there is a nation-wide 
uniformity of regulation and the investigations conducted by a 
licensed public accountant and his reports conform closely to a 
given standard irrespective of the district in which such account- 
ant may practise. 

In the United States, however, there is a wide difference in 
the custom; and, speaking generally, it must be admitted that 
our system lends itself to considerable abuse. There are thirty- 
three states having statutory enactments providing for the ex- 
amination of candidates and the issuance of the degree of certi- 
fied public accountant to those who succeed in examination. In 
no two states are the requirements identical and in some cases 
the differences in standards are so great as to be entirely irrecon- 
cilable. In many, if not most, of the states high standards are 
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maintained; but while it is gratifying to know that this is the 
case it must not be forgotten that there are other states whose 
standards are regrettably low and whose certificates are there- 
fore of comparatively little value. 

There is also to be considered the enormous number of men 
in nearly all the states who received certificates under waiver. 
Many of these men were fully qualified and the intention of the 
waiver clauses was to admit only the proficient; but it is well 
known that many men entirely unfit for the public practice of 
accountancy were able to conform to the requirements of the 
law, thereby received certificates and now enjoy the right to 
practise accountancy, to the detriment of the public in general 
and the accounting profession in particular. 

Year by year the public knowledge of the value of account- 
ancy is increasing and there is every prospect of an even more 
rapid increase within the next few years. Therefore it becomes 
all the more deplorable that there is not a high and uniform 
standard of qualification throughout the country. 

It has been suggested that the only logical way out of the 
difficulty is to secure federal regulation of accountancy and the 
issuance of a national certificate. But many difficulties confront 
such a movement. The ever present question of state rights 
would play an important part in the opposition to federal regu- 
lation and it may safely be predicted that at the outset all the 
thirty-three states having certified public accountant laws would 
think it their duty to oppose anything which would savor 
of an interference with laws which they themselves have 
enacted for the control of public accounting. The representa- 
tives and senators of those thirty-three states. would feel com- 
pelled to listen to the protests which would come from their 
constituencies, and unless excellent reasons were shown for 
overriding the opinions of the individual states it would be an 
exceedingly difficult matter to secure the passage of a bill pro- 
viding for federal degrees for certified public accountants. 

A great number of poorly qualified accountants would prob- 
ably join in protesting against any such measure, as they would 
feel it unlikely that they would be able to conform to require- 
ments such as would be imposed under a federal law. 

Other difficulties will doubtless suggest themselves to those 
who have studied the question; and it must be admitted that 
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there is every indication of strong and persistent opposition if 
at any time a bill be introduced in congress providing for federal 
recognition of the profession. 

But in spite of the obstacles in the path of progress the way 
is fairly plain and unless the individual states can agree upon 
a uniform standard we believe that it will be necessary for the 
federal congress to come to the relief of the profession and the 
protection of the public. 

It would be most unfortunate if a federal commission were 
appointed to deal with the question of accountancy unless the 
members of that commission were public accountants engaged in 
practice and therefore in a position to know the qualifications 
essential to the proper conduct of public accounting. The nature 
of the commission, however, is not the vital consideration at 
present. The immediate need is for some system whereby 
accountants from Maine to California may be able to establish 
themselves in the public estimation on the same level with their 
best reputed confreres, and the only way in which this can be 
done is by some sort of federal regulation. 

To seek for state uniformity in a matter of this kind would 
be a waste of time. Furthermore there is that portion of the 
country in which no certified public accountant laws exist and 
in which there is no immediate likelihood of their enactment. In 
such cases the only method of regulating the profession is 
through the federal government. 

It has been suggested that the federal reserve board should 
have the power to select certain accountants whose certificates 
would be accepted. This idea, of course, would involve the 
recommendation of accountants by the member banks as it is 
absurd to suppose that the federal reserve board itself would 
attempt to exercise its own unaided judgment in making the 
selection. But assuming, for the sake of argument, that such 
a selection were made it is evident that it must lead to injustice. 
It is quite possible that some of the best accountants would be 
omitted from the list and some far from well qualified might 
be included. The fact that poorly informed and inefficient men 
are frequently employed by banks may be taken as an indication 
of the faulty judgment which might govern the recommenda- 
tion of accountants by member banks to the reserve board. On 
the other hand if there were a federal degree of certified public 


48 











EST ARNE OL 








ee 


Editorial 


accountant that in itself should form a basis upon which the 
reserve board and other national bodies could found their selec- 
tion; and if the issuance of federal certificates were adequately 
restricted it would be almost possible to accept without question 
the report of any accountant holding his certificate under the 
government. 

It has been said that public accountancy is necessarily inter- 
state in character. There is hardly a firm or individual practi- 
tioner whose work does not call him from one state to another 
during the year, and, therefore, he is brought under the juris- 
diction of state governments other than that which granted him 
his degree. Many of the larger firms are engaged in practice in 
several states and they are, therefore, compelled to select one 
state as their principal headquarters and to endeavor to conform 
to the requirements of that one. 

No other profession is in a similar position. Physicians are 
required to register in every state in which they practise; law- 
yers must be admitted to the bar of the state in which they ap- 
pear; other professional men are almost necessarily restricted 
to one state; but accountancy stands by itself and calls for the 
activity of its practitioners in all parts of the country. 

There are frequent complaints that accountants from one 
state are encroaching upon the preserves of accountants in a 
neighboring state and everyone knows that there are frequent 
technical violations of C. P. A. laws, against which there seems 
to be no adequate method of prevention. Under federal control 
this unfortunate condition would be removed. 

When the first certified public accountant law was passed, 
less than twenty years ago, the profession was at its beginning 
and no one realized to what an enormous extent it would grow; 
but today it has become a national factor of great importance 
and the time is coming when the federal government must take 
cognizance of accounting and provide for its national regulation. 
Not only does the federal reserve act revive the question in a 
most emphatic way but the trade commission act, the income 
tax law and similar measures are certain to call for the labors of 
the public accountant. And yet there is no fixed standard ap- 
plicable to public accountancy in all parts of the country. 

We admit that the question bristles with difficulties and it 
does not appear what may be the best way to overcome them; 
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but it seems to us that accountants should give serious con- 
sideration to the matter and after thorough investigation should 
agree upon some method whereby the much desired national 
standard could be established. Thereafter they should do every- 
thing in their power to promote the enactment of the necessary 
legislation. 

When the interstate commerce commission was instituted 
there was much protest from the states to the effect that the 
commission would interfere with state control of common car- 
riers, but this opposition has been entirely overcome and we doubt 
if there is any state which would be ready to vote for the aboli- 
tion of the federal commission. In all probability the same 
experience would follow the enactment of a federal law regu- 
lating the control of public accountancy. 








This seems to be a matter for the American Association of 
Public Accountants to take at once under serious consideration. 





Extending the Inquisition 


In a recent issue of THE JoURNAL OF ACCOUNTANCY attention 
was drawn to the fact that the treasury department had dis- 
played a commendable inclination to administer the income tax 
law in accordance with the requirements of business practice, 
wherever possible; but it cannot be said that the wisdom of 
earlier rulings is equalled by the new forms prescribed for the 
return of annual net income of corporations and insurance com- 
panies. Indeed it looks as though the department were embark- 
ing upon a rather dangerous venture and one which should be 
prevented if possible. 

The new form (No. 1031, revised) provides for the usual 
information and then appends a so-called “supplementary state- 
ment” calling for such items as the details of capital stock, 
indebtedness, gross income, deductions, losses, interest paid and 
taxes. Under each of these headings a very full and explicit 
report is required and it is stated that without such supple- ] 
mentary statement the return will not be accepted as complete. 

We fail to find in the law any provisions which justify such | 
a requirement as that embodied in the new form. 
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The law requires that net income of a corporation “shall be 
ascertained by deducting from the gross amount of the income 
of such corporation, joint stock company or association received 
within the year from all sources (1) all the ordinary and neces- 
sary expenses paid within the year in the maintenance and 
operation of its business and properties, including rentals or 
other payments required to be made as a condition to the con- 
tinued use or possession of property; (2) all losses actually 
sustained within the year and not compensated by insurance or 
otherwise, including a reasonable allowance for depreciation by 
use, wear and tear of property if any, etc.” 

In the same section the law provides that each corporation, 
“in such form as the commissioner of internal revenue, with 
the approval of the secretary of the treasury, shall prescribe, 
shall render a true and accurate return under oath or affirmation 
of its president, vice-president, or other principal officer, and its 
treasurer or assistant treasurer to the collector of internal 
revenue for the district in which it has its principal place of 
business, setting forth (first) the total amount of its paid-up 
capital stock outstanding, or if no capital stock, its capital em- 
ployed in business, at the close of the year; (second) the total 
amount of its bonded and other indebtedness at the close of the 
year; (third) the gross amount of its income, received during 
such year from all sources, and if organized under the laws 
of a foreign country the gross amount of its income received 
within the year from business transacted and capital invested 
within the United States; (fourth) the total amount of all its 
ordinary and necessary expenses paid out of earnings in the 
maintenance and operation of the business and properties of 
such corporation, joint-stock company or association or insur- 
ance company within the year, stating separately all rentals or 
other payments required to be made as a condition to the con- 
tinued use or possession of property, and if organized under the 
laws of a foreign country the amount so paid in the maintenance 
and operation of its business within the United States; (fifth) 
the total amount of all losses actually sustained during the year 
and not compensated by insurance or otherwise, stating separately 
any amounts allowed for depreciation of property, and in case 
of insurance companies the net addition, if any, required by law 
to be made within the year to reserve funds and the sums other 
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than dividends paid within the year on policy and annuity con- 
tracts.” 

There is absolutely nothing in the law which permits the 
secretary of the treasury or the commissioner of internal revenue 
to go further than the details above mentioned; and it is much 
to be regretted that the department should have seen fit to at- 
tempt to enforce an inquisition which is entirely unwarranted. 

When it is thought necessary to verify the reports submitted 
by corporations the department is given the needed powers; 
but that does not mean that the intimate details of business con- 
duct, many of which should not be made known in the interests 
of competitive business, should be embodied in the official return 
and thereby become available for inspection under the restric- 
tions which the law provides for the inspection of returns. 

It is readily conceivable that the information demanded in 
the supplementary portion of form No. 1031 (revised) would 
be of the utmost service to one’s competitor in business and it 
might not be impossible to obtain permission to inspect the 
returns of rival corporations if the matter were approached in 
accordance with the restrictions of the law. 

We are convinced that the treasury department has made a 
serious blunder in this attempt to extend its authority and we 
trust that the business community will make an early and vigor- 
ous protest against the further encroachment of governmental 
inquisitiveness. 


52 








: 
| 


es 


Income Tax Department 
Epitep BY JoHN B. Niven, C.P.A. 


The department has issued in the form of a treasury decision (T. D. 
2090) a synopsis of rulings on questions relating to the income tax. The 
rulings have been arranged in alphabetical order under the head of their 
subject-matter and seem to include, along with some new ones, all those 
points which have been dealt with in decisions, published from time to 
time since regulations No. 33 were issued in February last. The synopsis 
extends to 24 pages of the department’s weekly publication of treasury 
decisions, and, as no doubt a print of it will be procurable at any of 
the collectors’ offices, it has been considered unnecessary to reprint the 
contents in the pages of THE Journay. Along with regulation No. 33, 
the synopsis now issued contains, it is presumed, the full regulations of 
the treasury department for the administration of the income tax law. 

One or two points covered by the present issue for the first time call 
for comment. 

For instance, in the case of alimony paid in excess of $3,000 it is 
provided that while the recipient must account for the amount as income, 
it is not, on the other hand, to be considered as an allowable deduction 
to the person paying, the effect of course being that the government 
receives tax twice on the same income. The only condition under which 
this ruling is justified is when the alimony is paid ex gratia, but if there 
is any legal compulsitor on the payer of the alimony then the position 
taken up in the ruling seems untenable. 

It is now definitely stated that the factor which decides the year 
in which income from commissions and compensation for services of all 
kinds is to be declared is the date of actual payment and not any basis 
of accruing period. This ruling is to be commended as it will tend ma- 
terially to simplify the making of a large number of returns. 

Again executors and administrators are required to render a return 
of the net income of the decedent if $3,000 or more, for the period from 
January 1st of the year in which he dies to the date of death. As execu- 
tors and administrators are prohibited by the common law of the country 
from settling any claim on the estate which is not legally due, it is 
difficult to see where the income tax law provides them with authority 
to pay income tax on the income not only collected by the deceased but, 
it is presumed, which had accrued to the date of death. It is probable 
that the authorities hold that the filing of the return and payment of the 
tax was an obligation on the decedent which was transmitted on his 
death to his executor, although that contention may be open to the afgu- 
ment that such an obligation is personal to the individual and in no way 
can be fixed on the estate, and that the executor’s duties are confined 
legally to the liquidation of the estate. On the other hand, when the 
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estate comes into his hands the income for the period in question has 
become part of the corpus and is therefore not income so far as any 
of the beneficiaries are concerned, and it is only on the ground that he 
is liquidating an obligation of the decedent that authority for compelling 
a return and payment can be based; and so far as can be seen such 
authority is not given by the law. 

In the case of partnerships, it is held that the income divisible among 
the partners is not traceable to its source behind the partnership for the 
purpose of claiming individu2! exemption. In other words, should part 
of the income consist of interest on state, municipal or other exempt 
bonds, the partners wili have to pay tax on their share thereof when 
divided. On the face of it this position seems entirely against the 
principle of the statute and if persisted in would destroy the very 
foundation of the constitutionality of the income tax law. 

In entering income from partnerships in their returns, it is provided 
that partners need only declare the profits ascertained at the close of 
the partnership fiscal year no matter how early in the calendar year such 
closing may have been, which provision further helps towards simplifica- 
tion. 

It is noticed that where a tenant pays a rent of over $3,000 to two or 
more persons he must treat each individual separately and withhold ap- 
propriate tax from each. This would seem to impose a duty on a tenant 
in such circumstances to ascertain the exact financial relationship of his 
landlords and deal with them accordingly. If the landlords refuse the 
information the tenant’s only alternative would seem to be arbitrarily to 
apportion the rent into equal shares and deal with it on that basis, which 
of course cannot be intended by the department. If two or more persons 
can legally rent a property in a joint capacity it surely cannot be claimed 
that a tenant can force from them any more information than is neces- 
sary to make the legal contract. It would therefore seem necessary that 
some provision must be made to allow of a joint tenancy being dealt with 
under the income tax law as a one and separate entity. 

The other rulings published include: 

T. D. 2048 which declares that dividends are vested in the stockholder 
on the date on which they are declared, whether distributed or not, and 
regardless of the time when the surplus or undivided profits were 
earned. Such dividends are to be included in the return for the year 
in which they become due and payable. This ruling is no doubt meant 
to dispose of any misunderstanding which might arise in the case where 
a corporation pays a dividend out of surplus profits whici) had been 
earned prior to the incidence of the income tax (March 1, 1913). It 
should be noted that the dividends are to be included in the stockholders’ 
return for the year the dividend becomes due and payable and not that 
in which it is declared. 

T. D. 2077 which deals with the sale of capital assets and provides that 
in arriving at the gain or loss resultant from such sale the amount of 
depreciation charged off since January 1, 1909, and not used to make 
good such depreciation, shall be taken into account. 
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T. D. 2079 which prescribes the regulations under which disbursements 
for quarters, etc. and allowances in lieu of subsistence furnished or 
paid by the government to officers and employees are to be dealt with. 

There has recently appeared in the public prints a letter addressed 
by the commissioner of internal revenue to collector at New York in 
reply to one received by him from Messrs. Masten & Nichols, attorneys, 
dealing with the gains and losses resultant from the sale of securities 
belonging to an estate, the terms of which are of such importance that 
the following quotation therefrom is made: 

“You are advised and will so inform Messrs. Masten & Nichols, that 
if such securities are sold by the beneficiary at a price greater than the 
appraised value placed upon them in the settlement of the estate, the 
gain in value is to be income to him and subject to tax under the pro- 
visions of the federal income tax law. 

“If such securities were sold by the beneficiary at a price less in amount 
than such appraised value, the loss may not be claimed as an allowable 
deduction as it would not be one incurred ‘in trade.’ 

“However, if securities belonging to an estate are sold prior to the 
settlement of the estate by the administrators or trustees at a price 
greater than their cost price to the estate, the amount of gain derived 
from the transaction is considered income accruing to the estate and sub- 
ject to income tax. If a loss results from such a sale, deduction there- 
for cannot be claimed in computing net income subject to tax as such 
a loss would not be one incurred ‘in trade’ unless the deceased had fol- 
lowed the business of a stock broker and such business was being con- 
tinued by the administrators or trustees of his estate at the time the 
securities, from the sale of which the loss resulted, were sold.” 

It will be seen that the department now takes up the position that 
increases in the value of securities received by a person as a legacy 
and sold by him are to be considered as income under the income tax 
law, but decreases in the value of securities in the same circumstances 
are not allowable deductions. This matter has already been discussed 
in THE JOURNAL. 

But a more startling position is taken up with regard to securities 
which are sold before settlement of the estate takes place at a price 
in excess of the “cost price to the estate” (i.e., it is presumed this means, 
value declared in the appraisal). It is declared that the amount of gain 
derived from the transaction is considered income accruing to the estate 
and subject to tax. In the first place it is the settled law of the land 
that increases in value of an estate are additions to the corpus thereof 
and not income and it is difficult to see how the department can legally 
change the status of such assets by a mere ruling. In the second place 
it is to be remembered that the law does not tax the income of an 
estate per se so that the ruling must mean that it is only when such 
income is ultimately distributed that it will be subject to tax as part of 
the income of the beneficiary. The whole question of gains and losses 
from the sale of capital assets is one upon which the utmost confusion 
still exists in the mind of everybody and it is to be hoped that more 
definite light on the whole subject will be forthcoming. 
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TREASURY RULINGS 
(T. D. 2048, November 12, 1914.) 


Taxable status of. dividends paid on the capital stock from the current 
net earnings or established surplus created from the net earnings of 
corporations, joint-stock companies or associations, and insurance 
companies taxable upon their net income. 


Dividends from the net earnings or established surplus created from 
the net earnings of any corporation, joint-stock company or association, 
and insurance company are vested in the stockholder on the date on which 
such dividends are declared, whether distributed or not, and regardless 
of the time when the surplus or undivided profits from which such 
dividends are declared were earned and entered on the books of the cor- 
poration as such. Dividends so declared should be accounted for in full 
in the returns of income of individuals for the year in which they became 
due and payable, whenever the amount of income is sufficient to require 
the inclusion of dividends, as provided in paragraph D of the income-tax 
law and T. D. 1945, and should be included in the gross income of cor- 
porations, etc., regardless of the amount of income. 

All decisions and regulations which are in conflict herewith are 
hereby revoked. 





(T. D. 2077, November 21, 1914.) 


The gain or loss resulting from the sale of capital assets and apportioned 
to the years subsequent to January 1, 1909, should be increased or 
decreased accordingly as there was gain or loss by the amount of de- 
preciation charged off since January I, 1909, and not used to make 
good such depreciation. 


Article 110, page 66, of regulations No. 33 should be, and is hereby, 
amended to read as follows: 


Art. 110. For the purpose of determining the amount of profit or 
loss arising from the sale of capital assets acquired prior to January I, 
1909, which shall be taken into account by corporations in making their 
returns of annual net income, the gain or loss represented by the difference 
between the purchase price and the selling price shall be prorated accord- 
ing to the number of years the assets were held prior to their sale, and 
the amount thus apportioned or apportionable to the years subsequent to 
January 1, 1900, shall be included in or deducted from the gross income 
of the year in which the assets were sold, accordingly as they were sold 
for more or less than their original cost. To any gain thus apportioned 
and to be included in income there should be added any amount or amounts 
which had been charged against and deducted from gross income during 
the years since the inception of the special excise tax law, on account 
of depreciation and which had not been paid out in making good the 
depreciation—that is, any amount charged off subsequent to January 1, 
1909, on account of the depreciation of the assets sold and not used 
to make good such depreciation shall be added to the gain apportioned 
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to these years and will be included in the income of the year in which 
the property was sold. Likewise, for the purpose of a deduction from 
gross income of the year in which the assets were sold, loss resulting 
from any such sale, apportionable to the years subsequent to January 1, 
1909, will be reduced by the amount of the unused portion of the depre- 
ciation charged off with respect to such assets since January 1, 1909. 


This ruling, in so far as it relates to depreciation, applies only to such 
tangible property as is subject to wear and tear, exhaustion and obsoles- 
cence, and is not to be construed as recognizing any gain or loss due to 
fluctuations in the market value or arbitrary changes in the book value 
of securities and like assets, the gain or loss with respect to which will 
be determined only when such assets mature or are sold or disposed of— 
that is, when there is a completed, a closed, transaction. (See T. D. 
2005.) 





(T. D. 2079, November 24, 1914.) 


Income tax liability and withholding requirements in connection with 
quarters, heat and light, mileage, reimbursement for actual expenses, 
and per diem allowances in lieu of subsistence while traveling under 
orders, furnished or paid by the Government to officers and employees. 


All decisions and regulations which are in conflict with the holdings 
that follow are hereby revoked 


(A) Income tax liability. 


(1) Quarters—Commutation of quarters and the money equivalent 
of quarters furnished in kind shall be returned as income. 

When quarters are furnished in kind, of a less number of rooms than 
the number allowed by law, the money equivalent only of the number of 
rooms actually assigned shall be returned as income. When quarters are 
furnished in kind, of a greater number of rooms than the number al- 
lowed by law, it is to be assumed that the excess number is assigned for 
the convenience of the government, and the money equivalent only of the 
number of rooms allowed by law shall be returned as income. 

(2) Heat and light—Amounts received by, or paid for, an officer for 
heat and light shall be returned as income. 

This includes the money equivalent, as fixed by the government, of 
heat and light furnished to an officer occupying public quarters. 

(3) Mileage—The difference between the amount received as mileage 
and the amount of actual necessary expenses incurred on a journey shall 
be returned as income. 

Mileage, as such, is not gain, profit, or income to the officer, as he 
is required to pay his actual expenses while traveling under mileage 
orders. The gain, profit, or income is the difference between the amount 
received as mileage and the amount properly expended by the officer 
while traveling, and this difference only should be returned as income. 

The actual expenses to be deducted by the individual before ascer- 
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taining his gain, profit, or income on account of mileage are the expenses 
for which reimbursement would be made by the government if he had 
traveled on an actual expense basis instead of a mileage basis. 

(4) Reimbursement for actual expenses—Amounts paid by the govern- 
ment in the nature of reimbursement for subsistence and other items of 
actual expenses incurred while absent on business for the government 
are not required to be returned as income. 

(5) Per diem allowances in lieu of subsistence while traveling under 
orders.—The difference between the amount received as a per diem allow- 
ance and the amount of actual necessary expenses incurred on a jour- 
ney shall be returned as income. 


(B) Withholding requirements. 


Payments in connection with (1) quarters, (2) heat and light, (3) 
mileage, (4) reimbursement for actual expenses, and (5) per diem 
allowances in lieu of subsistence while traveling under orders are indefinite 
and irregular as to right of possession, amount, and time of accrual, and 
are not, therefore, subject to withholding as “fixed or determinable 
annual or periodical gains, profits, and income” under the requirements 
of the income tax law. 
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Students’ Department 
Epirep By SEyMour WALTON, C.P.A. 
ITEMS AFFECTING PROFITS 


“Editor, Students’ Department, 

“Dear Sir: My attention was called to the ledger accounts and the 
revenue statement on pages 323-324 of the October JournaL or AccouNT- 
ANCY. 

“(1) My attention was called particularly to the selling account and 
the fact that the inventory of manufactured goods appeared in that 
account and that led me to read the explanation in connection with 
same. 

“T wish to inquire if the information contained on page 322 applies 
to a manufacturing business which is selling its own product and particu- 
larly as to what the output would figure. 

“I have been accustomed to determine the percentage of the manu- 
facturing cost in reference to the output, and setting up a reserve based 
on that percentage, as against the finished goods inventory at trade prices. 

“T cannot readily understand why the manufacturing cost, 407,000 
dollars in the example on page 322, should not be decreased by the 
increase of finished goods found in the inventory of December 31. 

“T understand that the theory is that the inventory of finished goods 
at the beginning of a period is sold during that period, but as a matter 
of fact I find that portions of every inventory of finished goods have 
to be carried through several periods, so that it seems to me that, when 
the inventory of finished goods at the end of the period shows an increase, 
the manufacturing cost as illustrated ought to be benefited by that in- 
crease, assuming of course that the trade price remained the same. 

“T am one of those not given to argument on such questions, but I 
desire to adopt the method which by preponderance of evidence can be 
shown to be the best. 

“(2) In a manufacturing business where the finished goods become 
inactive and it is desired to set up a reserve to cover a subsequent reduc- 
tion in price in order to sell such goods, I am in doubt into which one 
of the three ledger accounts this reduction should be charged. 

“It happens often that when the price of raw material is very low, 
it would not be advantageous to convert the manufactured product into 
raw material and thus save the purchase of new raw material, but it 
is advisable when the inventory of finished goods shows an increase and 
such inventory contains inactive wares, to set up a reserve which can 
later be used at a time when the cost of raw material is not at its lowest 
point, and I would be pleased to be enlightened as to the proper ledger 
account for this debit to appear as a contra account to the reserve set up. 

“(3) I note’ in the ledger account entitled ‘selling’ that the net sales 
are entered as such, and in this connection I wish to be informed whether 
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it is not necessary to set up a reserve against the return of finished mer- 
chandise, which has been previously sold. 

“If often happens that retailers are returning merchandise which may 
have been purchased during the current year but more often purchased 
during the year previous and quite frequently several years previous, 
and I am satisfied that there is a liability at the closing period and it 
is a question in my mind whether such a reserve should not be built 
up out of the current earnings.” 


REPLY 


I cannot see that the finished goods on hand have anything to do 
with the cost of the goods made during the year. You say the manu- 
facturing cost should be reduced by the increase in the inventory of 
finished goods. Let us apply the “reductio ad absurdum” method to 
your argument. We will suppose that no goods at all were sold during 
the year, but that all of them were held for a higher price next year. 
The increase in finished goods would then be equal to the total manu- 
facturing cost. By deducting the increase from the cost, we find that 
it cost nothing to make the output of the factory that year. 

The manufacturing cost is made up of certain definite elements of 
material, labor and overhead. A certain quantity of goods is made at 
this cost. The amount of material, labor, etc., that went into the goods 
is not affected by the quantity of goods sold. If it were, the easiest 
way for a manufacturer to reduce his manufacturing costs would be 
to store an abnormal quantity of his finished goods. On the other hand, 
if an increase in inventory of finished goods decreases the manufacturing 
cost, a decrease in such inventory will increase the cost. Therefore, if 
the manufacturing costs had been accurately figured up to the 3oth of 
December and an enormous sale was made on the 31st, there would be a 
big increase in the manufacturing cost for the year, if your contention is 
correct. It would puzzle you to tell where this increase occurred, whether 
in the material, the labor or the overhead. There is absolutely no con- 
nection between the inventories of finished goods and the cost of the 
goods made during the year. 

(2) When a reserve is set up against an asset, it acts as a reduc- 
tion of the carrying value of that asset. If a reserve is set up against 
the inventory of finished goods at the end of 1913, it simply means. that 
the inventory is taken at a figure higher than it will be accepted by the 
year 1914. The year 1913 bought the inventory of December 31, 1912, 
from the year 1912, and sells the inventory of December 31, 1913, to the 
year 1914. It must credit its selling account with what it gets for its 
goods. What it gets from 1914 is the inventory as taken, less the 
reserve, and this net amount is what should be credited to the selling 
account. 

I confess I do not know what you mean by saying “convert the manu- 
factured product into raw material and thus save the purchase of new 
raw material.” This would be equivalent to building a house complete 
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and then tearing it down again, to rebuild it, because the price of brick 
and lumber had advanced. 

(3) If there is any probability of large quantities of sales being re- 
turned and a reserve is to be set up against such a contingency, it would 
be a charge against the sales, since that account contains transactions 
that were not real sales. I never heard of a business in which goods 
sold several years previously could be returned. When goods are sold 
on the instalment plan they may be re-possessed on failure to pay the 
instalments, but in this case the instalments already paid are a guarantee 
against loss, unless the concern had been foolish enough to credit the 
total selling price to profit and loss. This would not mean, however, 
that they had made a loss, but that they did not know enough account- 
ing principles to keep their accounts right. 


INTEREST ON DEFERRED PAYMENTS 


“Editor, Students’ Department, 

“Dear Sir: Would you kindly give me your opinion on the following 
matter : 

“A company in this city, whose books I am at present auditing, bought 
a piece of property (building and lot) last fall, for the sum of $31,250.00 
on the following terms: $8,750.00 cash, balance in three notes payable 
one, two and three years with 6 per cent interest, payable quarterly. The 
$8,750.00 was borrowed from the bank. 

“The company has charged the interest paid on the borrowed money 
and on the notes to the cost of the property. Is this correct? 

“T have had a discussion on this point, and I shall appreciate your 
Opinion on same.” 


REPLY 


Interest paid on a purchase-money obligation is not a part of the cost 
of a property. In the first place it does not add to the intrinsic value, 
and therefore should not be added to the book value. Otherwise if two 
men bought identical pieces of property, one of them paying cash and the 
other deferring $20,000 for five years at 6 per cent, the second man would 
own property worth $6,000 more than that of the first man, although both 
properties were still identical. 

In the second place, the transaction does not differ in essentials from 
paying all cash for the property and then borrowing $22,500 for the 
benefit of the business, whether the money is borrowed on long time by 
mortgaging the property, or from time to time as needed, on the general 
credit of the concern. If the business bought $25,000 of materials and 
then found it necessary to borrow $20,000 for ninety days at 6 per cent 
from a bank, they would hardly think it right to charge $300 interest to 
the cost of raw material. They would not do it even if they gave a note 
for $20,000 to the creditor in part payment. 

If the opposite contention is right then if a concern erected a $750,000 
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plant and issued $500,000 in 6 per cent bonds to pay for it, it would have 
the right to charge plant account with $30,000 every year for perhaps 
twenty-five years for the interest. The number of years that the debt 
runs makes no difference with the principle. 

Interest is a cost of financiering and is not a cost of property bought. 


OVERISSUING CAPITAL STOCK 


The following problem, submitted by a correspondent in North Caro- 
lina, is a good example of the way in which business men may fall into 
very serious error, when they take important steps without consulting 
those who know what should be done. This represents an actual case. 


PRoBleEM 


On Jan. 1st, 1913, the Brown Company incorporated under the laws 
of the state of North Carolina has a paid-in capital stock of $50,000.00 
held as follows: A. Brown, 250 shares, $25,000.00; B. Brown, 150 shares, | 
$15,000.00; Y. Zell, 100 shares, $10,000.00. Zell, wishing to sell his holdings, 
accepts an offer of A. and B. Brown to buy his stock for the Brown Co. 
The price agreed on is $7,000.00 for $10,000.00 worth of stock but when 
the transaction is made, A. Brown buys for cash, personally, $3,000.00 of 
Zell’s stock for $2,000.00. For the remaining $7,000.00 in stock the Brown 
Co.’s notes are given for $5,000 as follows: one for $2,500.00 at 6 per 
cent, due six months from Jam. Ist, 1913; one $2,500.00 at 6 per cent, due 
twelve months from Jan. Ist, 1913. Zell insists that the stock certificates 
sold by him be attached to the notes ($3,500.00 to each) as collateral, 
which is done and Zell at once discounts the note at the First National 
Bank, the certificate still being attached. No entry is made by the 
Brown Co. for the notes. The Brown Co. at once issues to Chas. Jones 
a stock certificate for $3,500.00 to cover one block of stock attached to 
notes and issues three other certificates to A. and B. Brown and Jones, 
aggregating $3,500.00—the amount issued to each being as nearly as 
possible, without dividing a share, in the ratio of their holdings of 
Brown Co.’s stock at the time. The price agreed on is $62.50 a share. 
Jones immediately gives his 18 months’ note without interest for his entire 
purchase. No entry is made of Jones’ note when received, but it is at 
once discounted at bank at 6 per cent and credited to notes payable, the 
discount being charged to interest. No entry is made of A. and B. 
Brown’s purchases. On July Ist, 1913, the six months’ note to Zell is 
paid and the stock attached is replaced on its stub on the certificate book. 
The payment for note and interest is charged to profit and loss. 

On December 31, 1913, the following balance sheet was made from the 
books : 
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Assets Liabilities 
ere $ 10,000.00 *Notes payable ........ $ 30,000.00 
Merchandise ........... 40,000.00 Accounts payable ..... 115,000.00 
t Accounts receivable ... 150,000.00 Surplus ................ 2,000.00 
PRN. ce cncsikos txaxss 2,000.00 Profit and loss ........ 5,000.00 

COOGEE GHEE Sisvccsays 50,000.00 
$202,000.00 $202,000.00 


The Brown Co. asks you to look over the books and make adjusting 
entries, if amy are necessary. On the day you arrive, Jan. 1st, 1914, the 
second note to Zell, plus twelve months’ interest, is paid and the stock 
attached put in the certificate book as before. You are asked to make 
an entry, also, for this transaction and incorporate it in the balance 
sheet. 

(1) Make such entries as may be required to adjust all the above 
transactions. 

(2) Make a new balance sheet. 


SoLuTION 


For the purchase of the $3,000.00 of the Zell stock by A. Brown per- 
sonally, there would be no entry on the general books of the company. 
The transfer of the stock would be recorded in the stock ledger only. 

When the $7,000.00 of stock was bought and the notes of the company 
given therefor, an entry should have been made 


oh eS eee $7,000.00 
I sci cs anh nk deena $5,000.00 
Comtimment profit om stock .......ccnscevsskess 2,000.00 


To record purchase of 70 shares of stock of this com- 
pany from Y. Zell. 


Treasury stock should be carried at par, in order to show what stock 
is really outstanding. The discount at which it is bought is not a profit, 
unless the stock is sold at par. Until it is sold it must be carried as 
contingent only. , 

The Browns now make the mistake of allowing the stock purchased 
to remain in the name of Zell and to be attached to the notes given for 
it. The stock did not belong to Zell any longer, and his certificates 
should have been canceled. When they issued $3,500.00 of stock to 
Jones and a like amount to A. and B. Brown and Jones, while the Zell 
stock was still in the hands of the bank as collateral, they were guilty 
of an overissue of the stock, which is criminal. If the Zell stock had 
been canceled, the entry for the new sale would have been 





* Notes payable include the note of Jones given for stock and discounted. 
+ Accounts receivable include the personal accounts of A. Brown, $10,000.00, 
B. Brown, $7,000.00, and C. Jones, $3,000.00. 
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NE Ld, cant ankshsn badueteekeuvel $2,362.50 
I, Mi ID gonna do vbscceddacnceendavus 1,312.50 
oe " ON BAO ees rh Sue Na 700.00 
nee MONEE CEN GUE ok oda sccaeaceiawcdaae cans 2,000.00 
CE etiehnecds he thins ay baadiwes Mee eines ioe ves 625.00 
eee Sa ee $7,000.00 


To record the sale of treasury stock and the loss on the 
sale of $625.00 over and above the contingent profit 
previously made. 


The note given by Jones must not be charged to notes receivable, but 
must be specifically designated as his stock note by name. Neither must 
the charges to A. and B. Brown be included in accounts receivable. The 
reason is that both notes and accounts receivable are always intended 
to convey the idea that they represent amounts due from customers 
who expect to pay them when due. Therefore, they are considered 
available assets for their face, less a reasonable reserve. It is seldom 
the case that a stockholder, obtaining stock in the way this was obtained, 
expects to pay cash for it in any reasonable time, even if he does not 
intend to pay for it solely out of dividends to be received. When there 
are other stockholders, another reason would be that those who are 
not participants in the transaction have a right to know what is going on. 

As the stock was sold at a greater discount than that at which it was 
bought, the contingent profit on the purchase has been wiped out, and the 
additional loss must be charged to surplus, not to profit and loss, as it 
is not an operating loss. 

We are now confronted with the fact that the stock bought from Zell 
has been reissued, while it is still in the legal possession of Zell, being 
held by the bank as collateral. To make any entry on the books to cover 
this stock would necessitate a credit of $7,000.00 to capital stock instead 
of to treasury stock in the entry recording the sale to the Browns and 
Jones. This would be equivalent to a written plea of “guilty” to the 
criminal charge of overissuing the stock. 

The request to make adjusting entries comes too late for the account- 
ant to give the advice that would have saved the situation at the time 
the stock was bought from Zell. If it was necessary to attach stock 
to the notes discounted at the bank, A. and B. Brown each should have 
lent Zell 35 shares of their own stock. The Zell stock could then have 
been canceled, and the entry as given above, placing 70 shares in the 
treasury, would have been correct. Since both the Zell notes have been 
taken up before the accountant is called in, his best plan is to ignore the 
overissue of the stock The notes being paid, the stock can be canceled, 
and no harm has been done. It is not the accountant’s duty to call at- 
tention to the violation of the law, as long as no one is damaged, except 
by orally warning the parties who were in the wrong of the serious 
nature of the act that they have committed. 

Besides the entries already given, the following should be made: 
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8 Oe ron Emme E Te ene $2,362.50 
To stock note sonaheaitiie discounted... os. cesssas $2,362.50 
To correct entry crediting stock note of C. Jones to 
notes payable in error. 
WOGUES GOGGIN ovate digcnsccscancdsdsbsesindss daneadatan 2,500.00 
TO CORES CONE DOOD 6 5.i.c3 écccnesnsisken eae 2,500.00 
To correct charge of note given Y. Zell to profit and 
loss on July 1, 1913. 


On January 1, 1914, the payment of the second Zell note would be 
recorded. 


SUGGS - ROE . . scnncedsiavedesedessskeceh scien 2,500.00 
Interest, thetice proMit atid §OG8 oo. is ccccensccanccens 150.00 
WO GE Sos Sand oun deetne hada hak eee 2,650.00 


After which the balance sheet would be: 


BALANCE SHEET, JANUARY I, I914 


Assets Liabilities 

Cet wads cdadauksuneel $ 7,350.00 Notes payable .......... $ 27,637.50 
Merchandise .......... 40,000.00 Stock note rec. disc’d. .. 2,362.50 
Accounts receivable .... 130,000.00 Accounts payable ..... 115,000.00 
| Re iP Sal IE SGD DORE. oc cviescckicdcaecs 1,375.00 
eS aaa 10,000.00 Profit and loss ........ 7,350.00 
, Soo 5060 ees 7,000.00 Capital stock .......... 50,000.00 
lg RR ee 3,000.00 
A. Brown stock account 1,312.50 
B. Brown stock account 700.00 
Stock note, C. Jones ... 2,362.50 

$203,725.00 $203,725.00 


To be strictly accurate, one-third of the discount on Jones’ 18 
months’ note should be credited back to profit and loss and carried as a 
deferred charge to interest paid in advance. 





This department has been requested to discuss the following problem: 
THE OHIO STATE BOARD OF ACCOUNTANCY 
Examination in practical accounting, Thursday, November 12, 1914 
Time allowance 2% hours 
ProsieM No. 4 

A syndicate, organized for the purpose of financing the construction 
of a railroad, advised the subscribers that upon the further payment of 


$340.00 per each $1,000.00 originally subscribed and theretofore paid in, 
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it would be able to retire the railroad company’s note for $400,000.00, 
release the railroad company’s bonds which had been pledged as collateral 
security thereto, and distribute to the subscribers, in liquidation of the 
syndicate, $680.00 par of bonds (being the entire bond issue) and $780.00 
par of stock of the railroad company for each $1,000.00 originally sub- 
scribed, and that the balance of the railroad company’s stock had been 
used, at par, to pay for right of way, construction and equipment (in- 
cluding organization and other preliminary expenses) and to provide 
working capital (in cash) amounting to $50,000.00; also that the real estate 
owned by the railroad company was valued at an amount equal to its 
bonded indebtedness, which latter bore the relation of four to five of 
its issued capital stock. All original subscriptions and the above men- 
tioned additional call have been paid in, the railroad company’s note 
paid off and the syndicate liquidated. 

(No attention need be paid to factors not mentioned in the problem, 
and the use of cents may be avoided by using amounts rounded off at the 
nearest dollar.) 

(a) Prepare a balance sheet of the railroad company. 

(b) Prepare summary opening, running and closing entries on the 
syndicate’s journal, cash book and ledger. 

(c) Attach your working papers showing the calculations made in 
solving the problem. 


SoLuTION 


The first step is to find out to how much the original contribution to 
the syndicate amounted. As an assessment of $340.00 on each original 
$1,000.00 amounts to $400,000.00, it follows that $400,000.00 is 34 per cent 
of the original contribution. Dividing $400,000.00 by the decimal .34 
gives $1,176,471.00 as the amount of money originally contributed. As 
$680.00 given in bonds to each $1,000.00 of the syndicate’s original holdings 
exhausts the bond issue, that issue must have been 68 per cent of the 
$1,176,471.00, or $800,000.00. As the bonds bore the relation of four to 
five of the railroad company’s issued capital, the stock must have been 
$1,000,000.00. As each $1,000.00 of the original contribution to the syndi- 
cate received $780.00, of the stock, the total stock received by the syndicate 
must have been 78 per cent of $1,176,471.00 or $917,647.00. 

The syndicate therefore received: 





REST, <P aby 0 SPE ce Pale a re eee ee $800,000.00 
ES a bel toe So cae dies «i Ee ER wick +. we soa 917,647.00 $1,717,647.00 
For which it paid: 
ee no nncisecstndsbadcscerouss $1,176,471.00 
UROOUMOME GOROMIOME on onc cc. sce cccccsccces 400,000.00 $1,576,471.00 
Ee We I IIA | 5c cnc ccciecascceuceedbosuman $ 141,176.00 
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The problem implies that the syndicate merely financed the road and 
did not build and equip it. If it had done the latter, it would have 
charged the railroad $1,717,647.00 for the work it had completed, and the 
profit made by it would not have appeared. As it is, the railroad pays 
the syndicate $141,176.00 in lieu of interest, commissions, and other general 
expense of construction and equipment. The railroad’s case is therefore 
as follows: 





Coalies cine: Seth. ss 2k nnsacssscamemsaasaun $1,000.000.00 
TEE. «x seks pbivd ealedeaneiedessoceiaasen 800,000.00 $1,800,000.00 
Expended by syndicate ............ $1,176,471.00 
Bonus to syndicate ............... 141,176.00 $1,317,647.00 
Expended from proceeds of note .............. 400,000.00 
Expended from proceeds of stock sold by com- 
COU oc kciccdschyisdandehetaeee 32,353.00 1,750,000.00 





Balance on hand as working capital from sale of 
WOM oc vicnesstsceccenewesetobeness paawenaaeeeee $ 50,000.00 


The stock sold by the company is the difference between the total 
issue of $1,000,000.00 and the $917,647.00 given to the syndicate, or 
$82,353.00. 

The above remarks and calculations are submitted as representing the 
working papers called for. 

There are no data from which to compile a proper balance sheet of 
the railroad company, showing the classification of its construction ac- 
count. The best that can be done is as follows: 





Assets 
Cast of cond cmb WNOO a Since oo cvicipcdccssevsasounes 
PD on 5 0.5055 6000060 cddce van 60-6henccqabeen>eseabnemt 
ee ee errr Cree $1,750,000.00 
Working assets, cash om BAR ........06.csveccvccsnsesoecne 50,000.00 
$1,800,000.00 
‘Liabilities 
Cambeel teal... issn skp ccseccocdacsecnewibebeneeaeee $1,000,000.00 
Bonded and. seemed Geib «<i... ccccescaccuenevetiasbevaveem 800,000.00 
$1,800,000.00 
The syndicate books would show: 
Cash Book 
Members, original Railroad co. direct ...$1,176,471.00 
CUES iiss pens cue $1,176,471.00 Railroad co. note ... 400,000.00 
Members, assessment.. 400,000.00 
StS7GAT1.00 $1,576.471.00 
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Journal 

EE ee EN ee. eS $800,000.00 

Sy SD CS ns. cawenaeueekansaus $800,000.00 
Lhe EGP sy ga a Sn ae 917,647.00 

ee GUERIN ok i cict so cdcsceecedts 917,647.00 
EE OO OCT E. PIOTE 141,176.00 

Ng oe od cee kasdadiwiedns 141,176.00 
Ra ia ed. gas dt Sidi 141,176.00 

a ee aks ante iia x Sneed e hind 141,176.00 
EN Se Re Se oe aca daitasa's bacon be 800,000.00 

ED I ey ghee rdw aE hs ky a. dain idhsbec% 800,000.00 
a i ae eae og ola 917,647.00 

RENEE IS ST at ek ee 917,647.00 


Appropriate explanations following each entry are omitted here to 
gave space. 
The ledger accounts would be: 


Members. (Controlling Account) 


Cash, original capital .$1,176,471.00 


EA ae. $ 800,000.00 Cash, assessment ..... 400,000.00 
EE icin ai thenthin ac wuies te 917,647.00 Profit and loss ........ 141,176.00 
$1,717,647.00 $1,717,647.00 


Railroad Company 


err ee Seweeeme «Bends ... 2.0 00 cs.s cues $ 800,000.00 
eg ead ey Se a re 917,647.00 
Profit and loss ....... 141,176.00 
$1,717,647.00 $1,717,647.00 
Bonds 
Railroad company ....$ 800,000.00 Members ............ $ 800,000.00 
Stock 
Railroad company ....$ 917,647.00 Members ............ $ 917,647.00 


Profit and Loss 


Railroad company ....$ 141,176.00 Members ............. $ 141,176.00 


Note: This problem has been criticized as not being a fair one, but 
the criticism does not seem to be entirely justified. It requires careful 
analysis, but the data are all in the problem, if one is capable of making 
the correct analysis of the facts quoted. It might have been made a 
little easier if it had been arranged so that round amounts would al- 
ways have resulted, but that is a very minor point. The time allowance 
of 2% hours was ample to allow of a careful study and for all the 
calculations. 
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The following is also from the Ohio examination of November, 1914: 


ProsieM No. 2 


Time allowance 1% hours. 


The books of the Butter, Egg & Cheese Company, with an authorized 
and outstanding capital stock issue of $25,000.00, are kept by single entry. 

It annually inventories all of its assets and liabilities and from such 
inventory prepares a financial statement. At December 31, 1913, this 
inventory is as follows: 


Clee Cet occssicdinnscdenbscan dkecksvicdsvevaenteeeee $ 1,584.00 
Wes We iso vc bone oda tied sneses eettan scene teeee 10,824.00 
Accounts receivable ............ssecccsccscscccscereccccvcsens 29,521.00 
Ten shares stock in competing company Rach Gn ad ek Rate 1,000.00 
3k 8 RR ee a Re re Prey 64,938.00 
eR Fe mn iy Palen ge 21,737.00 
te, reer oo err rt. 5,081.00 
COMPING Bs kc cib.nes <acnys one cscswnd gab ann Ws ce rou 5,003.00 
PCE, | EE hos. 6 658 dk 5 dion bn sabes ckendaaaless eee 19,747.00 
ek Ey Ty irre ree i Me 25,000.00 
DEGREE = 40k cose 5s veaesosspmschtesamereeast Jone 20,000.00 


From a comparison of the financial statements at the beginning and 
end of year you find that the above item of plant and equipment is stated 
in an amount less by $11,460.00 than it was at the beginning of the year 
plus additions during the year. 

The financial statement for the beginning of year showed a surplus 
of $35,703.00. 

From your analysis of the disbursements and unpaid accounts payable 
at beginning and end of year, you find a total of purchases amounting 
to $661,910.00 and expenses for salaries, wages, supplies, repairs, etc., 
amounting to $120,115.00. 

The purchases, however, included $450.00 paid out for John Smith, 
an employee, for which he had not reimbursed the company, and the total 
expenses of $120,115.00 included $250.00 in the hands of a buyer as a 
working fund. 

The inventory of soapiliaasdlien at the beginning of the year was 
$18,125.00 and of prepaid expense was $2,653.00. 

There was canceled on the customers’ ledger during the year $3,- 
206.00 of uncollectible accounts. 

There was paid for interest and discount on notes payable $1,061.00 
and for interest on mortgage $1,500.00. 

A 10 per cent dividend was declared but not paid. 

From the foregoing prepare: 

(a) A balance sheet as at December 31, 1913. 

(b) A profit and loss statement exhibiting net sales, cost of sales and 
gross and net profit for the year. 
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SoLuTION 


The first step is to find out what the profit has been by the single 
entry method of a comparison of net worths. The statement of condi- 
tion December 31, is: 








Assets: 

ees die O G6 eh ote aa a ei ta ae $ 1,584.00 

ET ie ae eae eres aah oid nud wwdninedaaduee 10,824.00 

i SR i Poe oui a cc ded canes 29,521.00 

Stock competing company ................... 1,000.00 

Ree 64,938.00 

SOON GUUIIIOE cnc c sc cicccecscrncen 21,737.00 

Or en 5,081.00 

I Saat tes eV gay oa odes dkedie ase ue 450.00 

I NE da en cn eackanaie neath ted 250.00 $135,385.00 
Liabilities: 

NE EEE I LI = ROR ee NS RR os 5,003.00 

I I Bic os a kb comen besecekte mace 19,747.00 

ero roe nn eee 20,000.00 

Mortgage payable ...............-..2..0+4++ 25,000.00 60,750.00 
i Me os. pstee tbe badpedetensacbeneeatinbena $ 65,635.00 
Net worth January | 

EL edi adne peskemeendacnneknueed aan $25,000.00 

eg ra cihin wi ie Weert Ries ical wom eiete 35,703.00 60,703.00 
Profit for year, being increase in net worth .................. $ 4,932.00 


All the elements for preparing a profit and loss statement are given 
except the net sales. On the principle that when all the items of a 
balanced statement are given, except one, the missing item must be the 
amount necessary to balance the statement, the net sales are found to be 
$797,444.00. Noting that the purchases are diminished by $450.00 due from 
John Smith, and that the salaries, wages, supplies, repairs, etc. are 
less by the working fund of $250.00 the statement can be prepared as 
follows: 





Nar aa, Cina aid gid sa RO ERE obs eRe $797,444.00 
Merchandise inventory January I ................ $ 18,125.00 
| ER ASS hrs fr ere ey Peres 661,460.00 
$679,585.00 
Less imvemtery December 32 co. onc ccc ccccscceces 21,737.00 
Ce i nn newe sed phebesiens Chadbenees saan 657,848.00 
ee ind pce pukpoddak sae teawieasheewnnes nv sns Ome $139,596.00 
Prepaid expense January I ............ $ 2,653.00 
i, i OM ore os Jiismaneede eas 119,865.00 
$122,518.00 
Prepaid expense Dec. 31 ...........-- 5,081.00 
os dvs cciwneteodiasexcdeebeaneentees $117,437.00 
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Depreciation, plant and equipment ............... 11,460.00 128,897.00 
Coameting ere a... cuccctnccctnascstecccenseneeeeeeee $ 10,699.00 
BE GED 65h s 60asc00 cetwdadsaciceieses Cea $3,206.00 

eetesh, mothe sll .icciicasckiisscticasidee 1,061.00 

re care rg eel Bee ee 1,500.00 5,707.00 
Net profit of year, as per single entry ...................05. $ 4,032.00 
bees Give SANS: v0. < sande hivdescvtictycikeon eee 2,500.00 
Die: GO Ge WD. 5, «cas cane conessasse5die eee eee $ 2,432.00 
RRP Per er 35,703.00 
Gucphen Tesh BE sco 0k chvekackesasdebeeeuneheeeee $ 38,135.00 


As the wages, supplies and repairs are combined with the salaries 
and all other expenses, it is impossible to give any better analysis of the 
cost of the goods sold and of the selling expense than the above. 

A balance sheet is asked for, but strictly speaking, none can be given. 
A balance sheet is a schedule of assets and liabilities drawn off from a 
ledger, after all the nominal accounts have been cleared into profit and 
loss. As a single entry ledger does not contain accounts with merchan- 
dise, expense, and other impersonal accounts, neither a trial balance nor 
a balance sheet can be prepared from it. However, it is possible to 
prepare a statement of condition in balance sheet form. This may seem 
a distinction without a difference, but as has been said before in this 
department, accountants cannot be too particular in their use of terms. 
If they say, in giving a description of single entry, that one of its 
characteristics is that it is impossible of proof by a balanced statement 
drawn from the ledger, they should not at another time ask for such 
a balanced statement. 


STATEMENT OF CONDITION, DECEMBER 31, 1913 


Assets Liabilities 

Plant and equipment ..$ 64,938.00 Capital stock .......... $ 25,000.00 
Stock, competing company 1,000.00 Surplus ............... 38,135.00 
Prepaid expense ...... 5,081.00 Mortgage payable ..... 25,000.00 
Merchandise inventory . 21,737.00 Notes payable ......... 20,000.00 
Accounts receivable .... 29,521.00 Accounts payable ...... 19,747.00 
Se GE ches ccs ce 450.00 Dividend payable ...... 2,500.00 
Working fund ........ Sr? . REE ccetdigiaeshasas 5,003.00 
2 RRs er ree 10,824.00 
CE GONE hkvccecsnas 1,584.00 

$135,385.00 $135,385.01) 
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GRAPHIC METHODS FOR PRESENTING FACTS. By Wutarp 
C. Brinton. The Engineering Magazine Company, New York, 1914. 
$4.00. 

This book covers more than its title implies. It not only explains 
and illustrates the methods for the graphic representation of many 
different kinds of facts and figures, but it also deals extensively with 
the practice of statistical research and analysis. It covers records as 
well as their presentation. There are two hundred and fifty-five graphs. 
To say that these graphs range from correlation, logarithmic charts and 
frequency curves to a diagram showing the plays in a football game 
might possibly give an idea of the range of the subjects covered. But 
such a statement would, in a way, do the book injustice, because, although 
some such commonplace graphs as that of a football game are offered, 
the greater part of the book is devoted to the more serious applications 
of the graphic method for the analysis of business facts. 

There are many things to commend in this work. The selection of 
subjects and materials is excellent. The text is very clear and the sug- 
gestions are sound. Each of two hundred and fifty-five well selected 
illustrations is accompanied by some special comment so that a reader 
finding one apparently suited to his purpose has his attention called 
at once to the proper uses and limitations of the method, or to some 
other important feature. The illustrations are for the most part taken 
from actual business practice. They come from so many different lines 
of business that one marvels that any one person could assemble them 
all. Comparatively few come from statistical treatises or from the 
statistical publications of governments. They have all been chosen with 
an eye single to what a business man, in almost any line, might want to 
have for actual use. In the reviewer’s opinion it is a thoroughly practical 
book. 

It is a product of the case method of instruction used at the Harvard 
Graduate School of Business Administration where the author has been 
lecturing and using in his lectures part of the material in this book. 
That is to say, the best practices in graphic presentation have been 
sought out to illustrate the more important principles. But that is not 
all. The author also uses the horrible example as a method of teaching, 
by printing charts which are wrong in form and misleading, in order 
to warn against prevalent errors or bad form. 

The book is so packed full of excellent material that it is impossible 
in a short space to give an outline of its content. Among so much that 
is interesting and useful it is hard to select. The chapter on frequency 
curves and correlation is perhaps the most scientific. Yet the methods 
for the use of these wonderful analytical formulae are so simply set 
forth and illustrated that the most unmathematical reader can follow 
them and adapt them to his own use. The fact is that one does not 
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need to know the underlying mathematics to use these formulae in actual 
practice any more than one needs to know how a clock is made in order 
to tell time. 

Two very useful chapters are on map presentations and maps and 
pins, which might well be designated map making made easy. Another 
chapter of great value is on curves for the executive with sixteen differ- 
ent illustrative examples and many suggestions as to the actual applica- 
tion of the methods. The analysis of corporation financial reports by 
graphs shows the great possibilities of saving the stockholder and ac- 
countant much weariness in interpreting the figures. Still another chap- 
ter on general methods may be mentioned as full of practical sugges- 
tions. 

Editorially the book is remarkably well arranged. The text relating 
to the illustrations is always near the cuts, so that one loses no time in 
finding the comments on any particular method. 

Since the charts and accompanying data are purely illustrative of 
methods it is not perhaps necessary to test them for accuracy as to the 
computations. Nevertheless the reviewer has gone over some twenty, 
selected at random, and has found them accurate save in one case. 
Curiously enough this error is in figure 1 and is repeated in figure 233, 
the latter being a description of how figure 1 was prepared for the en- 
graver. In that chart a space representing a quantity of a magnitude of 
0.291 is shown as much larger than the next one representing a magnitude 
of 0.367. Any one accustomed to statistical work knows well how easy 
it is to make slips like this and will not be over critical. 

There are some cases in which the judgment of the reviewer as to 
the usefulness of a given form of presentation does not agree with that 
of the author. For example, on page 65 is reproduced, with favorable 
comment, the confused “rank of states” chart of the United States 
census on which the ships of the various states are represented as sail- 
ing in most erratic and confusing courses across the page from their 
positions in 1860 to their places in 1900. Nothing is gained by this 
intricate graph. The figures themselves tell the story much more 
quickly. ; 

Again, one occasionally searches in vain for some of one’s own 
pet devices. Thus while the “Ben Day” method of preparing shadings 
is explained at length, I fail to find mention of the use of tint papers, 
by pasting which any tyro can quickly make a tinted map or prepare a 
shaded graph that will reproduce cheaply. But doubtless it is too much 
to demand that everything should be included in one volume. There 
is enough that is good to justify the book as it is. 

Cary, C. PLEHN. 

University of California. 
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THE METRIC SYSTEM. By Henry G. Bayer. Published by the au- 
thor at 232 Greenwich Street, New York. 1914. Price 95 cents, net. 
Every book or other publication which serves to increase the know- 

ledge of the metric system and to stimulate interest in its adoption 

throughout the world is to be commended, and the small volume now 
published by Mr. Bayer is an excellent explanation of the metric system 
in its principal applications. It contains twenty-eight tables of equivalents 

—metric measures to United States measures and vice versa—shows thir- 

teen illustrations; reviews the metric compound units with their American 

equivalents, such as the kilogrammeter and the foot-pound; presents the 
three thermometers and formulae for conversions; a long list of measures 

—other than metric—in use in foreign countries, with their translation 

into United States measures, and explanations concerning the carat and 

foreign money. The book will be found of considerable value to students 
and for reference by all who are brought into touch with the metric 
system in commerce. 





PRINCIPLES OF ACCOUNTANCY (American Bookkeeping Series). 
By Lioyp E. Goopygear. Goodyear-Marshall Publishing Co., Cedar 
Rapids, Iowa. 1913. 

The purpose of this little manual of bookkeeping is well expressed in 
the first paragraph of the preface: “To begin with, it has long appeared 
that the governing principles of accountancy, which in most bookkeep- 
ing texts are scattered about with other matter in various parts of 
the books, could be gathered in one volume, and topically labeled and 
indexed, for the convenience both of the student and of the bookkeeper.” 
It would seem that the author has well accomplished this purpose, as he 
has brought together the essential elements involved in modern book- 
keeping practice and interwoven them with the generally accepted prin- 
ciples of accounting and auditing technique in a manner entirely original. 

The title chosen, however, is a little misleading, as he does not attempt 
to discuss in a scientific (theoretical) manner the “principles of ac- 
countancy” but has merely presented in detail the best methods of up- 
to-date bookkeeping. The phrase Manual of Modern Bookkeeping, there- 
fore, might present the idea of the contents of this book much better 
than the title Principles of Accountancy which the author uses. This, 
however, is a minor matter, and the book ought to find a place of wel- 
come in the library of every teacher of elementary accounting. 

The introduction, dividing the science of accountancy into its three 
branches, bookkeeping, auditing and accounting, is lucid; moreover, 
the limitations of these three fields—recording, examining, and exhibit- 
ing—are clearly expressed. The division of the ledger into two dis- 
tinct parts—financial ledger and business ledger—and the separation of 
the two kinds of data used for statement purposes—first, the assets and 
liabilities showing financial condition or net present worth, and second, 
the earnings and expenses showing the business progress or net cur- 
rent profit—are clearly explained, and together with the illustrations and 
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problems should fix in the mind of the student the distinction between 
capital and revenue. 

There are many other points of accounting theory that are equally 
well handled, for example, trading account and statement, depreciation 
and reserve accounts, deferred debits and credits, goodwill, contingent 
liabilities, etc. The author has made no attempt, however, to discuss 
these points critically, and hence the book lacks that element of theo- 
retical argument, which might truly put it among texts of accounting 
theory rather than bookkeeping methods. For its purpose as a guide 
to accompany a course in American bookkeeping practice, it sets forth 
in an excellent manner just how to keep books as the basis for accurate 
and economical auditing and interpretative and administrative account- 
ing. This is, I believe, Mr. Goodyear’s contribution to recorded ac- 
countancy knowledge. 

I would mention two points of criticism, which it appears to me, do 
not agree with the best accounting theory. The first is in regard to 
the method of handling inventories, whether they be actual property, as 
merchandise, raw material or supplies, or deferred items. The method 
set forth is based on the old conception that when we put the in- 
ventory on the credit side of an account to find the amount of value 
sold or used represented by that account, it is a real credit and hence 
the principle of double entry “every credit must have a debit” demands a 
real debit for the amount credited. For this reason Mr. Goodyear pro- 
poses an inventory account as part of the financial ledger. The fallacy 
of this method was very clearly shown by Mr. Walton Students’ Depart- 
ment of the May, 1914, number of THe Journa, or Accountancy. He 
stated that the inventory had already been debited once, and that the 
amount on hand was a real balance to be brought forward and not a real 
credit calling for an equal debit. The value sold or used is the real 
credit and when credited shows the inventory balance to be carried down 
for the next period. 

The second criticism is in the statement that capital account is a 
liability. At the best it is only a secondary liability with no actual ob- 
ligation attached, and hence should be so explained to the beginning 
student. The equation—goods—proprietorship, and hence, assets—lia- 
bilities—capital account, makes it clear that it is not a liability. Suppose 
the equation of the business becomes that of insolvency, or assets+net 
insolvency—liabilities. In this case is net insolvency an asset? It cer- 
tainly cannot be, for there is nothing in such an account that will help 
meet the obligations called for in the liabilities, and in the case of a 
corporation balance sheet there is not even any outside source to cover 
the item. I believe it is better theory as Sprague explains in his 
Philosophy of Accounts, that a balance sheet is composed of two parts, 
property equal to proprietorship, and that property may be of two kinds, 
assets and liabilities, and that likewise proprietorship may be either 


positive or negative, that is, net capital or net insolvency. 
W. R. Tompson. 





Wausau, Wisconsin. 
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YEAR BOOK OF THE AMERICAN ASSOCIATION OF PUBLIC 
ACCOUNTANTS, 1914. The Ronald Press Company, New York. 
355 pages. Price $1.60 delivered. 

The 1914 Year Book of the American Association of Public Account- 
ants was published on December Ist. It contains the usual report of the 
proceedings of the convention, the amended constitution and by-laws, 
revised text of certified public accountant laws of the several states, 
personnel of the state boards, reports of officers, committees and state 
societies and the text of addresses delivered at the convention together 
with synopses of the discussions following them. 

The principal innovation in this volume is an alphabetical list of 
members which avoids all duplications and will probably be found of 
considerable value not only to the members of the association but also 
to other persons who use the book as a reference work. 

It has frequently been pointed out that the Year Books of the -Ameri- 
can Association of Public Accountants are the most valuable records 
of accounting endeavor in this country and every accountant’s library 
should contain a complete set. No accountant can keep thoroughly up- 
to-date without the assistance of the official record of the year and it 
seems almost superfluous to draw attention to such a patent truth: 

In the current Year Book the papers are of exceptional interest and 
the discussions are informative. Probably the most generally useful dis- 
cussion during the convention was that on the subject of income tax 
conducted by Mr. S. H Boyd of the treasury department. Every ac- 
countant who is engaged in the preparation of income tax returns will 
find this discussion of essential value and well worth the price of the 
entire volume. 

Special mention should also be made of the committee reports, which 
are printed in full. 

The text of state laws was submitted to the proper authorities and all 
amendments and alterations have been embodied in the book. 
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Invoice Records 


Editor, The Journal of Accountancy: 

Sir: I am holding the position of auditor of disbursements of a 
large corporation with general offices located in this city. Occasionally 
I find it somewhat difficult as well as consuming considerable valuable 
time to locate or ascertain whether certain invoices have been received or 
paid, with the present method of handling invoices and indexing pay- 
ments. 

Briefly, the method of handling invoices in use is as follows: Orders 
are placed by the purchasing department located in New York. After 
invoices have been received and approved by this department they are 
forwarded to the superintendents of works, located at various places, for 
approval as to receipt of material; and at the same time copies of let- 
ters accompanying these invoices are forwarded here to the general 
office. Invoices are then forwarded by superintendent after properly ap- 
proving to this office for payment. Vouchers are made to cover each 
cheque issued and are arranged numerically beginning with number 
one each month, and are also arranged alphabetically, thus: A-1 means 
voucher number one for January; B-10, is the tenth voucher in Febru- 
ary; M-1000 is voucher number one thousand in December, etc. 
These vouchers are indexed in a book especially prepared for this pur- 
pose, space being allowed on the left-hand side of each sheet for entry 
of names. The sheet is divided lengthwise into twelve sections with 
the names of the months of the year at the head of each section. A 
separate page is intended for each letter in the alphabet and all voucher 
numbers of payments are therefore placed or entered on the page 
corresponding to the first letter in the name. For example, a cheque is 
issued to William Smith in February, the voucher would possibly be 
numbered B-100, entered in index on “S” page under heading of Feb- 
ruary, and of course opposite Wm. Smith’s name which is written 
on the left-hand side of the sheet. 

You will readily understand, where numerous payments are made 
monthly to any one concern, and when occasion requires that it is neces- 
sary to refer to the payment of some particular invoice dated several 
months back or to determine if a duplicate invoice has been paid, it would 
frequently happen that many vouchers would be taken out of the files 
in the search, as you would not know in what month or in what voucher 
the invoice had been paid. Where several thousand invoices are handled 
each month the time lost in looking up these items is considerable. 

From the above explanation would you be able to suggest a more 
suitable method of handling and indexing invoices, a system which 
would not require the attention of many employees in order to keep it in 
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proper condition and at the same time enable one to have at his finger 
tips a complete record of all transactions? 
It would please me very much to see the reply to the above in the 
columns of THE JourNnat but prefer that you omit my name and address. 
Yours very truly, ae 





[The above described method of recording invoices can be greatly 
improved upon by the adoption of an invoice card of the following form— 
a card to be used for each individual purchase account: 


INVOICE CARD 











Name: 

Address: 
Date of ] Dacthenlate Amount of _Betecton Net Amount ba oie 
Invoice Invoice For | Amount} Payable | Dep’t |Sent! Rec’d| Voucher No. 


















































Upon receipt of an invoice at the general office from the plant 
(which invoice, we understand from the above letter, has been approved 
by the purchasing agent as to prices, terms, etc., and by the plant as to 
the receipt of goods, their condition, etc.), the said invoice should be 
entered on the respective card giving particulars as to date, kind of 
goods invoiced or services rendered, amount of invoice, deductions from 
the gross amount for freight or otherwise, and the balance of the 
invoice payable. 

In case the invoice has been first received at the general office it 
should also be entered on the invoice cards at once with as many of 
the above particulars as can conveniently be determined and there 
should also be noted on the card the disposal of the invoice: that is, 
the date of its remittance to the purchasing department or plant and 
likewise the date of its return. This will enable the following up of 
such invoices as are received directly by the general office. In this manner 
each individual card will contain all the invoices received from one 
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party. In case a voucher or voucher cheque is used in the payment of 
these invoices the same may be prepared directly from the invoice card 
to which they may remain attached until vouchered. When the voucher 
has been entered upon the voucher record and a number has been as- 
signed to it, this number should be entered in the last column of the in- 
voice card opposite each invoice. 

In this manner the cards will— 


1. Keep account of invoices received at the general office and sent to 
plants or purchasing department, follow them up and effect their 
return ; 

2. It will facilitate and check the collecting and vouchering of invoices 
of each individual creditor; 

3. It will keep account of the business done with individuals and 
companies without necessitating the opening of creditors’ ledgers; 

4. It will constitute an effective creditors’ index, giving particulars of 
the disposal and main features of each invoice. 


It may be suggested here that the method of handling invoices 
described in the above letter could be greatly improved upon by the 
following changes: 


1. Have the purchasing department in New York send to the general 
office a carbon copy of each order containing full information 
as to terms and prices; 

2. Have all invoices sent directly to the general office by the vendors; 

3. Have the general office check all prices and terms from the carbon 
copies of the purchase orders; 

4. Have the plants report the receipt of goods on special forms, 
which forms may likewise be carbon copies of the original pur- 
chase orders with quantities and prices left out and to be sent 
to the plants directly from the purchase department. 


The above changes would centralize the control. All invoices would 
be received at the general office and checked there as to prices and 
terms as well as to the receipt and condition of the goods and there 
would be no necessity for having them leave the office at all. They 
would remain attached to the duplicate voucher and identified by the 
latter’s register number.—Editor, Tue JouRNAL oF ACCOUNTANCY. ] 





Accounting Systems for Public Utilities 


Editor, The Journal of Accountancy: 

Sir: Apropos of your editorial in the December issue in re the new 
accounting system for Ohio public utilities, you will be interested to 
know that the public service company law of Pennsylvania provides that 
municipally owned public service utilities must keep accounts and records, 
and make reports, under the same rules and regulations as may be pre- 
scribed for privately owned utilities. 

I haven’t heard whether or not the commission has yet prescribed a 
uniform system of accounts, but it seems to be generally assumed that 
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such system will follow closely that prescribed by the interstate com- 
merce commission. There is a clause in the act which provides that: 
“In case of any public service company subject to the jurisdiction 
of the interstate commerce commission, the systems of accounts, 
records, and memoranda prescribed by the commission shall con- 
form to those prescribed by the interstate commerce commission” 
(Art. V, sec. 15). 

This, of course, can hardly apply to gas, water or electric lighting 
utilities, but it is quite likely that the commission will adopt the same 
plan of following the line of least resistance as New Jersey did, and 
prescribe all the systems which the I. C. C. has prescribed in federal ter- 
ritory—which is a good thing in that it helps to establish a uniform 
system all through the country, though there is no doubt that many im- 
provements might be made. 

The state of New Jersey also requires every municipality operating 
any form of public utility service to keep the accounts thereof in the 
same manner as prescribed for privately owned public utilities. 

Yours very truly, 
W. H. Lawron. 

Wayne, Pa., December, 1914. 





“Bank Loans Under the New Conditions” 


Editor, The Journal of Accountancy: 

Sir: The article by F. G. Colley, C.P.A., which appeared in the 
December number of THe JourRNAL oF ACCOUNTANCY points very signifi- 
cantly to the importance of the federal reserve act from the standpoint 
of the accountant. This, perhaps, constitutes the chief value of Mr. 
Colley’s article. But from a perusal of it one is impressed by the fact— 
not expressed in so many words—that a thorough knowledge of ac- 
countancy does not consist of an understanding of a narrow and un- 
interesting field of learning, but necessitates a broad knowledge of a 
variety of closely allied and interwoven sciences. 

Law, finance, banking, transportation, insurance—these as well as 
other divisions of practical knowledge, which now make up the cur- 
riculum of our schools of business and commerce, open up a field which 
the most ambitious young man must hold in respect, and which to the 
man of mature years cannot fail to present ever new and widening vistas, 
tempting him to thought and research. 

An excellent bit of supplementary reading for those who have first 
carefully read Mr. Colley’s article is Paul M. Warburg’s Essays on 
Banking Reform in the United States. This consists of a series of 
articles which have been brought together and published by the Academy 
of Political Science of Columbia University, New York City. The 
influence which Mr. Warburg’s thought has had on the moulding of 
the federal reserve act is probably second to that of no other individual. 
His wide experience and extended knowledge of conditions in Europe, 
as well as America, make his contribution unique and worthy of the 
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consideration of every student of~accountancy*not already familiar 
with it. 
Ear, A. SALIERs. 
Lehigh _ University. 





Premiums and Dividends 


Editor, The Journal of Accountancy: 

Sir: In reference to the article May Premiums from Salesof. Gapital 
Stock Be Used for Dwidends?~by°H. Ivor Thomas, C:P»A.,: in--your 
November number, page 357, Ishave a case in»minde where»thexdirectors 
and the investing: stockholders: took. a different view. 

The: corporation was: a going concern -at: the time of: the» following 
transaction. It»was~desired ‘to: enlarge the plant, .as «its: capacity “was 
being used-and more room much: needed. »As the»plant» was«making a 
large return on the original investment, the directorsdecided:to set a 
premium on the stock to -be.sold’ for the-expansion: of»the plant. ‘The 
stock was readily sold. A separate account in the generaldedger: takes 
care of this surplus. 

One point that-came to-my™~ attention» was"the attitude of agreement 
of both the directors and the buyers of this stock. The original in- 
vestors had produced a business making a substantial return, had declared 
and paid dividends, atid: theres.was~aneuridivided earned surplus of 
25 per cent on the books. This board considered that to sell stock at 
par under these conditions was an imjustice to the eld holders of stock, 
not alone as to the existing surplus but as to the risk in the original 
start. A premium therefore was fixed: near the amount of the surplus, 
plus the dividends paid the previous year. 

The. company discounts accounts payable by paying every week on a 
certain. day. 

Now, aside from any statutory regulations, the question arises: Can 
this premium fund be used.to.pay.dividends? If not, then an injustice 
is worked against the original stockholders when the then existing earned 
surplus is divided in the form. of dividends. 

I should like to see. this subject discussed. 

Yours very truly, 
H. S. ACKERMAN, 

Ridgewood, N. J., December, 1014. 
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Obituary 
ena A RS TTT 
Peter White 


Peter White, a member of the firm of Haskins & Sells, certified public 
accountants, died suddenly at Chicago on December 17. 

Mr. White had a long and varied experience as a public accountant 
and within the last five years had become one of the recognized leaders 
in the field of municipal accounts. After having been on the staff of 
Haskins & Sells for several years he left that firm in 1908 and shortly 
thereafter became associated with the bureau of municipal research of 
New York and afterwards with the commission on city expenditures of 
Chicago and its successor, the Chicago bureau of public efficiency. In 
1911 he was placed in charge of the bureau of revision of accounts and 
methods of the comptroller’s office in St. Louis, and in 1913 again became 
associated with Haskins & Sells as their resident partner in Chicago. 
Mr. White conducted independent investigations in Bridgeport and in 
St. Paul, and served as consulting accountant to the tax association of 
Alameda County of California and the bureau of economy and efficiency 
of Milwaukee. ; 





Announcements 


Minnesota State Board of Accountancy 


At the recent examinations held by the Minnesota state board of ac- 
countancy the following candidates were successful and received certifi- 
cates as certified public accountants: Julius J. Anderson, Clarence W. 
Moore, Henry K. Pratt, A. J. B. Schmidt and Walter W. Zuehlke. 





Maine Board of Accountancy 


Examinations for certified public accountants will be held by the 
Maine board of accountancy at the city hall, Portland, Maine, on Janu- 
ary 27th, 28th and 2oth. 





Washington State Board of Accountancy 


At a meeting of the Washington state board of accountancy on Novem- 
ber 14th, 1914, certificates as certified public accountants were granted 
to Edward Thompson, Henry F. Moore, Jr., Herbert A. Babcock, James 
M. McConahey and Roscoe L. Thomas, who were the five successful can- 
didates out of ten who sat for examination in September last. 
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Announcements 


California State Board of Accountancy 


Appointments to the California state board of accountancy have been 
made by the governor. The terms cf three members of the old board— 
Prentiss Maslin, Sacramento; John F. Forbes, San Francisco; and 
William Dolge, Alameda—have not yet expired. The new appointments 
are Herbert M. Brace, San Francisco, and Reynold E. Blight, Los Angeles. 





Iowa Society of Public Accountants 


At a meeting of accountants held in Waterloo, Iowa, it was resolved 
to form a state organization of accountants practising in Iowa with the 
object of elevating the profession in the state and of endeavoring to 
secure the passage of a certified public accountant law. 

The officers elected were as follows: President, H. N. Holdsworth, 
Iowa City; vice-president, George Shillinglaw, Cedar Rapids; secretary, 
E. G. Prouty, Muscatine; treasurer, Fritz Becker, Davenport; trustees, 
P. L. Billings, Waterloo; E. C. Worthington, Des Moines; and J. W. 
Peisen, Eldora. 


F. W. Hilditch announces the opening of an office at 140 Broadway, 
New York, for the practice of accountancy, under the firm name of 
F. W. Hilditch & Company. 





Price, Waterhouse & Co., announce that their Philadelphia offices are 
now in the Commercial Trust Building. 





Jonathan B. Cook, C. P. A. (Illinois) announces the establishment of 
an office for the practice of accounting in the Continental Commercial 
Bank Building, 208 S. La Salle Street, Chicago. 





S. Bartlett Jones, certified public accountant, announces that he has 
severed his connection with Quail, Parker & Company, and has com- 
menced to practise under the name of S. Bartlett Jones & Company with 
offices at 822 Hubbell Building, Des Moines, Iowa. 
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The JowrnalvofAceountancy 


It is announced that: F..Cs Bloomfield:and John A. McDonald have 
formed a partnership under the name of Bloomfield and McDonald with 
offices. at/514' Moffat Building, Detroit,*Mich. 





Charles -Fosberg announces.the opening. of offices for, the practice 
of public accounting at 31 Nassau Street, New York, under the name 
of C. Fosberg Company. 





eArthur Wolfi;-certified public accountant, announces the formation of 
«a 2e*partner ship with Paul. L..Loewenwarter, C: P»A.,.and: Maurice Gold- 
o berg, C: P»A., who have -been:associated: with him for anumber of years. 
The practice willyhereafter be:conducted under the firm name of-Arthur 
Wolff ick! Company,«-certified »public: accountants, . 1» Madison - Avenue, 
New: York. 





Rose & Hubbard, certified public accountants, announce’the ‘removal 
of their offices from 56 Pine Street to 160 Broadway, New York. 





John A. Hall, certified public» accountant, announces that he has 
‘opened an-dffice in the Heard‘ National Bank Building, Jacksonville, Fla. 





Smith, Robertson & Moorhouse, certified public accountants, announce 
their removal.to larger offices at 1119-20 White Building, Seattle, Wash. 


